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A new climate surrounds prosecution of fraud cases since the Supreme 


Court’s famous net-worth cases. 


Most practitioners rarely handle a tax fraud case—or ever expect to. 
But every tax man should have a speaking acquaintance with tax fraud 


for two reasons: 


1. The IRS may charge (or suspect) fraud when you least expect 


it; and 
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2. Protecting your client demands that you do the right thing 


from the very first. Early action is critical. You have to know; 
there’s no time to look it up. 


This Practitioner’s Guide No. 3 is intended for the average lawyer and 
accountant—not the fraud specialist. It gives you the ground rules: 
what to do, what not to do. This is a concise, easy-to-read monograph 
written by the country’s best-known specialists in tax fraud. It is 
prepared expressly to help practitioners who have had limited ex- 
perience with fraud and negligence to gain orientation in this difficult 
subject. Note, however, that this is not an elementary handbook. It is 
a sophisticated, thoroughly documented summary for professionals. 
Included are short summaries of the significant cases on fraud and 
negligence during the past two years. 6 x 9 in., 96 pp., $2. 
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PRACTITIONER’S GUIDE No. 1 


““How to organize the close 
corporation to minimize taxes 


under the 1954 Code’”’ 


Here is a handbook which pr ts, in ¢ 
easy-to-work-with form, the important material on 
tax aspects of the close corporation which has ap- 
peared in The Journal of Taxation up to the summer 


of 1956. It includes discussions on: 


dated 
’ 





* How to set up the close corporation. 
* How to get money out at minimum tax cost. 


* How to rearrange the corporate structure to save 
taxes. 


* How to advance money and get it back at least 
tax cost. 


* The guaranteed-loan method of getting ordinary 
deductions. 


* How to handle stock bail-outs under the 1954 
Code. 


* Advantages of the corporate form for tax purposes. 
And many others. 


72 pages, 6 x 9 inches, paper cover. $2 per copy 


on your letterhead, attach check, and mail. 








Gifts to minors Drafting techniques 


Inter-family debts . and others 


144 pages, 6 x 9 inches, paper cover, $2.95 per cop 
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DUE, EUGENE GREENER, JR., CLYDE L. 


Sales and Use Taxes: 


When, where and to what transactions do they apply? 


The rules governing sales and use taxes are fraught with almost as many variations as there are 
states. Definitions of sale and use overlap; double taxation occurs; different jurisdictions meas- 
ure in different ways the amount to be taxed; and exemptions suffer from a lack of uniformity. 
Vevertheless there are basic principles which every tax practitioner must understand if he is to 
handle these taxes successfully. It is these general rules and their important exceptions which 
are here lucidly explained in an adaptation of a symposium developed by the Vanderbilt Law 


Review, (9 Van. L. Rev. 123), and offered here with their permission. 


BALL, ARTHUR H. NORTHRUP, GEORGE D. BRABSON 








Sales taxes; three different types 


prevail in local taxation today 


TAXATION has, in the course of 


Si S 
25 years, 


become 


source of state tax revenue, yielding 


91° 


tax revenue in the 1955 fiscal year. In 


about $2.5 billion o1 of total state 


‘ 
the 31 states using the tax, it yields ap- 
proximately one-third of revenues. The 
tax has also been growing in import- 
ance at the local level, yielding about 
$400 bulk of 
obtained by a relatively few large cities. 


million, the this being 
The Federal Government has never em- 
ployed a general sales tax, despite con- 
siderable pressure for the tax at vari- 
ous times. 

The term sales tax generally refers to 
a tax imposed upon the sale, the gross 
receipts from the sale, or the purchase 
of all or 


It does not refer to fractional-rate taxes 


a wide range of commodities. 


on gross receipts levied in the form of 
business-occupation taxes. These latter 


taxes may in fact have the same eco- 


nomic effects and pattern-of-burden dis- 
but it 
to regard them as a 


tribution as sales taxes, is cus- 


tomary form of 


business taxation rather than as sales 


taxes. The line between these and sales 


taxes is not entirely well defined, and a 


the chief single 


by JOHN F. DUE 


few states couple the two forms of tax 
together in the same tax law. But most 
of the taxes in present use fall clearly 
into one category or the other. 

The sales tax, as defined, is classified 
as a form of consumption tax, under 
that the 
tax is typically shifted forward to 


the presumption burden of 
the 
the purchasers of the products, and thus 
the final burden of the tax is distributed 
in proportion to consumption expendi- 
tures. It is recognized, of course, that 
the shifting of the tax is by no means 
perfect or complete in all cases, but the 
assumption is generally regarded as a 
reasonably appropriate one under most 
circumstances. 

Sales taxes are distinguished from ex- 
cise taxes, the other principal form of 
consumption tax, by their greater cov- 
erage. This term is usually restricted to 
levies imposed upon the sale of particu- 
lar commodities or closely related groups 
of commodities. A very widespread ex- 
cise system would of course closely re- 
semble a general sales tax, but as a 
matter of fact in the United States, and 
particularly at the state level, the ex- 


cises are limited in scope. 


Sales taxes can be classified into two 
general types on the basis of whether 
or not commodities are subject to the 
tax more than once as they pass through 
production and distribution channels. 
The multiple-stage sales tax is applied 
to transactions at more than one stage 
in production and distribution channels, 
and, in the most complete version, to 
those at all stages. These taxes are often 
known as turnover or transactions taxes. 
rhe basic objection to them is obvious: 
serious discrimination occurs against 
nonintegrated business firms, and sub- 
stantial incentive is given toward in- 
creased integration. 

The single-stage sales tax applies only 
once to each commodity as it passes 
through production and distribution 
channels. Single-stage sales taxes may be 
imposed at any one of three possible 
levels: 

1. The sale by the manufacturer. 

2. The wholesale level, or more pre- 


cisely, the last wholesale transaction, 


that is, the purchase by the retailer, 
whether from a manufacturer or whole- 
saler. 

3. The retail sale. The retail sales tax 
is the familiar form, as all of the state 
sales taxes, strictly defined, take this 
form. Some of the states supplement 
retail 
gross receipts taxes on wholesalers, man- 


their sales taxes with low-rate 


ufacturers, or both, and thus give the 
taxes the nominal appearance of mul- 
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tiple-stage turnover taxes. But the levies 
on the nonretail levels have only frac- 
tional rates, and are generally regarded 
as forms of business-occupational levies 
used as a substitute for corporation-in- 
come or Capital-stock taxes. 

Contrasted to the multiple-stage taxes, 
the single-stage form, regardless of the 
level at which it is imposed, has very 
The 


toward integration is avoided, as well 


significant advantages. incentive 
as the discrimination against small non- 
integrated businesses. The relative bur- 
den on consumer expenditures on vari- 
ous commodities is much less uneven; 
with the multiple-stage taxes the rela- 
tive overall burden will depend upon 
the number of stages through which the 
commodity passes on the way from ini- 
tial production to final consumption. 
\dministration is in many _ respects 
simpler. There are fewer diverse types 
of firms from which to collect tax, and 
the complications which are typically 
introduced into multiple-stage taxes to 
avoid severe injury to certain groups 
of taxpayers are avoided. 

\mong the various forms of single- 
stage taxes, the manufacturers’ sales tax 
offers the one advantage of permitting 
collection from a relatively small num- 
ber of taxpayers, the bulk of the reve- 
nue coming from large firms. On the 
other hand, the retail sales tax avoids 
the tendency for the tax to pyramid, at 
least for temporary periods, through 
application of percentage markups by 
wholesalers and retailers to purchase 
prices which include tax elements; it 


ensures a more uniform ratio of tax 
burden to consumption expenditures on 
various goods (assuming that the tax is 
avoids the sort of 


shifted) and thus 


discrimination which arises with the 
excises; and it avoids the very trouble- 
some problem of ensuring equity among 
various competing firms utilizing differ- 
ent distribution channels which arises 
with the manufacturers’ sales tax. The 
latter tax tends to penalize the firms 
selling directly to retailers or consumers 
at prices higher than those charged 
wholesalers by competing manufacturers, 
unless adjustment of price for tax pur- 
poses is made. Finally, in the case of 
the states, the complications of inter- 
state transactions make use of the re- 
tail level highly desirable, since rela- 
tively few retail sales are interstate in 
character compared to the number of 
such sales by manufacturers or whole- 
salers. 


In recent years, a new variety of sales 


tax which has some aspects of both 
single-stage and multiple-stage taxes has 
been developed on the basis of a prin- 
ciple suggested several decades ago. This 
is the value-added tax, now employed 
in France. It is the basis of the Michi- 
gan business-receipts levy, usually re- 
garded as a_ business-occupation tax 
rather than a sales tax, but obviously 
closely related to the latter. Under the 
value-added principle, each firm is taxed 
on the value added by the firm’s activi- 
ties to the materials processed or com- 
modities handled. Under the Michigan 
system, each firm calculates the amount 
of value added by subtracting from its 
gross receipts the amounts paid for ma- 
terials and other commodities (other 
than equipment) purchased, as well as 
interest, rent, and taxes. The tax rate 
(now 614 mills, except for public utili- 
ties) is applied to this figure of value- 
added. 

As a sales tax, the value-added levy, 
if carried throughout production and 
distribution would 


channels, produce 
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[Mr. Due is Professor of Economics at 
the University of Illinois.] 


the same overall distribution of burden 
as a retail sales tax, since the sum of 
the values added at all production and 
distribution stages is equal to the retail 
selling price. If the 
were 


value-added tax 
manufacturing 
level, the net effect would be the same 


confined to the 


as that of a manufacturers’ sales tax on 
finished products. The primary advan- 
tage offered by the value-added form is 
the spreading of the impact of the tax 
over a larger number of firms, rather 
than having it concentrated on a partic- 
ular one. This is an important advan- 
tage to many European countries, in 
which collection of high-rate taxes on 
limited classes of firms is difficult, but 
little real advantage in the 
United States. The Michigan tax has 
not typically been regarded as a sales 


it is of 


tax, but as an occupational levy on 
business, a charge for the privilege of 
conducting business in the state. 


Use tax causes multiple burdens for 


taxpayers, collection problems for states 


a USE TAX was conceived as a ne- 
cessary supplement to the successful 
administration of the sales tax. If for 
some reason a sale at retail of tangible 
personal property escaped tax, the use, 
the consumption, the distribution, and 
the storage of the property were to be 
taxed after it came to rest in the state 
and became a part of the mass of prop- 
erty. 

But as the poet Robert Burns inti- 
mated about the best-laid plans, the 
perfect scheme proved to be imperfect. 
For out of the relationship between the 
sales tax and the use tax, problems 
arose. They were mainly of two types: 
the constitutionality of the statute or 
of its application, and the administra- 
tion and collection of the tax, with par- 
ticular emphasis on combating tax eva- 
sion. 

Sales and use taxes have been adopted 
Many 
cities have the use tax and the sales tax, 


by 32 states and various cities. 


under the theory they are protecting the 
local merchant by providing a complete 
and symmetrical tax method. But the 
opposite has often been the result. 


by EUGENE GREENER, JR. 


For example, if the canny consumer 
lives in a city with no use tax (whether 
or not a Sales tax is in effect), he simply 
buys elsewhere, where there either is 
no sales tax or where the sales tax rate 
is lower. But if he has bought out of 
the city and his city has a use tax, 
rather than meekly paying the use tax, 
he makes the city “come and collect it.” 
Now the city can do this easily, if the 
selling company has a branch or prop- 
erty in the city, by making the retailer 
a “dealer” and collecting on many such 
transactions at one time. 

But often the seller does not collect 
the tax. Either the consumer is not a 
resident of the same city or the seller 
delivers by mail or carrier to the out-of- 
city consumer and has no property in 
the city of the consumer’s residence. As 
a practical matter, the city cannot col- 
lect a use tax from each of thousands 
of individual consumers on innumerable 
transactions. 


Constitutional questions 
That the sales tax is an excise or 
privilege tax and not a property tax 
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[Mr. Greener is a lawyer and CPA and 
a member of the Memphis law firm of 
Quick, Buchignani & Greener.] 


(which state constitutions require to be 
uniform and equal) has been an easy 
last The 
sales tax is a tax on the privilege of 


decision for courts of resort. 


selling at retail, and this is true even 
though the burden is probably shifted 
to the ultimate consumer. 

Uniformly, the use tax has been held 
to be an excise, rather than a property 
tax. Logically, this conclusion is prob- 
ably harder to defend. For although the 
use tax has been conceived as the alter 


ego of the sales tax, it is generally col- 


lected from the ultimate consumer. 
ut theoretically isn’t the use tax a 

true property tax? No, say the courts. 

Because “use” is generally defined as 


every incident of ownership, except 
selling at retail in the regular course of 
business. Or as Mr. Justice Cardozo said: 
“The privilege of use is only one at- 
tribute, among many, of the bundle of 
make 


state is at 


privileges that up property or 
liberty if it 


pleases, to tax them all collectively, or 


ownership. A 


the faggots and the 


55 


to separate lay 
And since use is 


the full 


of property rights, and the legislatures 


charge distributively.” 


one attribute short of bundle 


have declared use, as so defined, a priv- 
is an excise tax. 

Federal 
questions involved by the relationship 


ilege, the tax, ergo, 


5 


Primarily, the constitutional 


of the sales and the use tax boil down to 


taxation by more than one state of a 


single transaction, or the so-called prob- 
To 


problem in its prope perspective, 


lem of multiple burden. consider 


this 


one should keep in mind the continu- 


ing fight that is and must be waged 
against sales- and use-tax evasion. For 


the sake of this discussion, it is assumed 
that 
shifted to 


the burden of the sales tax is 


the ultimate consumer. It is 


submitted that if this assumption be 


incorrect, the courts have wasted a vast 


amount of time. 


Many states provide a compensatory 


feature to prevent a multiple tax bur- 


den. If, the 


on Same transaction, an- 
other state collected tax greater than the 
tax in the state concerned, then no tax 
will be collected. If a 


collected in 


has been 
the tax 
is less than that of the state concerned, 
there will be collected only the differ- 


between its al- 


tax 


another state but 


ence tax and the tax 


ready paid. 


Unfortunately more than half of the 
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use tax states do not have any such 
compensating feature. We must first face 
whether or not such a. feature is neces- 
sary to assure Federal constitutionality 
of a sales and use tax statute and further 
what alternative might be available. 

In an article entitled “The Future of 
Use Taxes,” Mr. Brown! is of the opin- 
ion that multiple burden, if it occurs 
solely as the result of the several intra- 
state aspects of a transaction, is consti- 
tutional. If a resident of state A_per- 
sonally goes to state B, a sales tax state, 
makes a purchase, pays a sales tax and 
receives delivery in state B, and then 
A, 


A may impose a use tax on the 


returns with his property to state 
State 
same piece of property, give no credit 
for the sales tax that has been paid, 
constitutional violation would 
And 


would have been protected. To me, this 


and no 


have occurred. local merchants 


conclusion sounds doubtful, and the 
reader is referred to an article by Mr. 
Snell,?, wherein he expresses the opin- 
ion that the second taxing is discrimin 


atory “by virtue of the interstate goods’ 


bearing a tax burden to which local 
purchases are not exposed.” 
Potential vs. actual burden 

It is to be noted that when the Su- 


preme Court okayed the use tax in the 


Henneford case,® the statute in ques- 


tion did have a compensatory feature, 
but the Court did not say it would have 
And the Court 


use 


bad without this. 


the 


been 


okayed California tax statute 
without a compensatory feature because, 
it said, it would not void a statute based 
merely on a potential multiple burden 
of taxation on interstate commerce. 
has been said that the 


Supreme Court itself is divided as to 


And, further, it 


whether potential risk of double taxa- 
tion will invalidate, or whether actual 
burden is the standard. 

\bout the only safe conclusion seems 
to be that each factual situation will be 
examined by the courts, and, if a multi- 
ple burden is found to exist, the appli- 
cation of the tax in that situation will 
be voided. The overall trend more and 
more is to uphold the tax, or, as it has 
been said, interstate commerce is paying 
its way. But the factor of the general 
appearance of the whole transaction re- 
mains important, and the judges of the 
Supreme Court themselves differ over 
whether actual or potential burden is 
the standard to cause invalidity. 

To play it safe, to avoid becoming 
embroiled in this shifting situation, and 


to prevent evasion, several procedures 
for inclusion in the pertinent statutes 
have been devised. 

The compensatory feature, also 
known as the credit allowance, has been 
adopted by some states. On its face, it 
seems to be a simple and effective de- 
vice. Alas, it has been unpopular, be- 
cause some states worry that it encour- 
ages extra-state purchasing. It is argued 
that if 


no the 


sumer will buy at home to escape pay- 


credit is allowed, con- 
ing two taxes. It-can be contended, how- 
ever, that this argument does not actu- 
ally have too much merit, for the con- 
sumer simply can order for delivery by 
mail or common carrier (and probably 
pay no sales tax) from an out-of-state 
retailer with no establishment in or con- 
nection with the buyer’s home state. 
Since it is difficult to collect the use tax 
from an individual, this consumer might 
pay neither tax. 

Another suggested procedure is ap- 
portionment of the tax so that it would 
be collected only on that portion of the 
price attributable to activities within 
the state. This would seem bad if inter- 
state commerce transactions are sub- 
jected to a tax but local purchases are 
not. If apportionment were to apply to 
the tax rather than to the purchase 
price of the article, and if in no event 
could the burden be more than the full 
tax of a single jurisdiction, this device 
might be constitutional. But it still poses 
difficult, if not impossible, administra- 
tive burdens, such as arriving at a fair 
apportionment formula. 

Primarily to prevent evasion but also 
apparently to avoid multiple burden 
That 


taxing of use or consumption at a high- 


taxation is a third scheme. is the 
er rate than if the tax had been paid 
at the time of the sale. Assuming no 
sales tax by the out-of-state seller’s state, 
proponents of the scheme hope that the 
seller will, in order to retain the good- 
will of the buyer who will be taxed at 
a higher rate, pay the tax. This hope 
seems exceedingly naive, except in un- 
usual cases. Because it treats inter- and 
the 
however, the device may pass the con- 


intrasiate transactions same way, 


stitutional test. 
Can the use tax be collected constitu 
tionally from an out-of-state seller and 


under what circumstances? If the states 


‘8 Law & Comtemp. Prob. 495 
227 Taxes 37 (1949). 

* Silas Mason Co., 300 U.S. 577, 582 (1937). 
‘Sears, Roebuck & Co., 312 U.S. 359 (1941). 
>General Trading Co., 322 U.S. 335 (1944). 

® Miller Bros. Co., 347 U.S. 340 (1954). 

7276 N.Y. 198, 11 N.E. 2d 728 (1937). 


(1941). 
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do not have the right to collect it eva- 


sion would run wild. 

\s early as 1941, such collection was 
validated by the Supreme Court where 
the foreign corporate seller was also 
“doing business” in the levying state, 
although the buyer had no dealing what- 
soever with the local branch.4 Later the 
Court further. It 


went allowed collec- 


tion from an out-of-state seller neither 
qualified to do business in the state nor 
maintaining any office there.5 This de- 


cision was based on the grounds that the 


seller had traveling salesmen in the 
state, that all sales were subject to out- 
of-state acceptance, and the property 
was shipped by common carrier or 


mailed in. 

Thus, the Court has gone very far in 
aiding in the collection of the tax. This 
the 
ductivity of the tax. But very recently 


aid is no doubt reflected in pro- 


a warning note has been sounded. There 
limit. It the Miller 
Brothers case® that an out-of-state Dela- 


is a was held in 
ware seller with practically no connec- 


tion with Maryland did not have to 


collect Maryland’s use tax. 


Administration and collection problems 
Evasion of the sales-use tax is a major 


problem. The use tax was conceived be- 


cause of the extent of the evasion. Un- 
doubtedly it has helped achieve the 
goal. Despite the use tax, however, a 


substantial amount of total or partial 
Much 
the 


evasion continues. evasion suc- 


ceeds because of tremendous diff- 


culty in collecting the use tax from the 
millions of individual consumers on the 
hundreds of millions of transactions. 
Che taxing authorities have therefore 
concentrated on what is easily collecti- 
ble. And that is why the sales tax has 
remained so popular. As far as the use 
tax is has been 


concerned, collection 


from other than the consumer wherever 


possibl even from an_ out-of-state 


seller, it has proved to be an economical 


and fairly easy method of collection. 


From the point of view of the most 


return at the least cost, the best advice 


may be: continue as before by collect- 


ing the sales tax in full, and collect the 


use tax from other than the consumer. 
The 
up a system whereby, even direct from 


the 


one exception might be to set 


the consumer, use tax should be 
collected on large items, such as auto- 
mobiles. Where the return on one trans- 
as $30 to $150, the 


effort is justified. The 1955 Tennessee 


action is as much 


legislature, adopting a common device, 


made it unlawful for any county court 
clerk to accept an application for a 
certificate of title for a motor vehicle 
unless the applicant could prove pay- 
ment of the 
authority from the Commissioner to file 


sales or use tax or show 
without payment. 

Even on large purchases, direct col- 
lection the 
This device suggests a fairly easy method 


from consumer is difficult. 
of checking on the purchase and use 
of other larger items, such as airplanes 
and boats, which must be licensed by 
some governmental agency. Direct col- 
lection of the use tax, however, on the 


197 


Sales and use taxes ° 


millions of small purchases remains 
economically unfeasible, even if possible. 

Mention should be made of how two 
states, California and Mississippi, in a 
somewhat novel manner attempted to 
force collection of the 
out-of-state Both appar- 
ently unsuccessful. California threatened 
the local 
business by prosecuting its customers 
if the seller would 


use tax from 


sellers. were 


to ruin out-of-state seller’s 
not collect the tax. 
Mississippi obtained a mandatory in- 
junction against the commission of a 
which itself 


crime, is a questionable 


procedure. 


When is a sale a sale? Determining what 


transactions are sub ject to sales tax 


ACH STATE which has adopted some 
form of sales tax has also adopted 
definition of the 


its own individual 


term “sale” or “retail sale.” So long 
as a tax upon a business transaction does 
not offend some constitutional principle, 
a legislature is free to include the trans- 
action within its statutory definition of 
a sale for purposes of an excise tax levy. 
Synthesis of these varying statutes into 
an acceptable general statement is hard- 
ly possible; about the most one can do 
is to classify and catalogue. 

The problems which arise may be 
placed in two general categories: trans- 
actions which not in form a sale 
at all, 


scope of the taxing statute; and trans- 


are 


but which may be within the 


actions which clearly are sales, but 
which may be without the scope of the 
taxing statute because the sale element 
is but an incident to a service or repair 
transaction, or because the sale is some- 
thing other than a retail transaction. 
These two categories can be broken 
down into subclassifications which over- 
lap each other to a degree, and which 
may cut across the boundary between 
the general classifications. 
The Sales Act 


“sale’’ as “an agreement whereby the 


Uniform defines a 
seller transfers the property in goods to 
the buyer for a consideration called the 
price.” Contracts for the rendition of 
services, and contracts of rental, leases 
and license to use do not come within 
this definition, but they may neverthe- 
less be subject to a “sales” tax. Where 
such transactions are taxed because the 


by CLYDE L. BALL 


legislature, as a matter of taxing policy, 
defined the term to include other 


types of transactions, the result may be 


“sale” 


simply a matter of routine statutory 
application and may pose no particular 
problem. There is another type of sit- 
uation, however, where a nonsale trans- 
action is taxed because either the legis- 
lature or the courts, or both, have felt 
that the 


outside 


transaction was consummated 
the 


order to avoid 


framework of a sale in 


the tax, or because the 
practical substance of the transaction is 
the same as that under a sale, and the 
matter of eco- 


transaction should, as a 


nomic justice, bear the same tax burden. 


Service transactions 


involve 
transac- 
absence 


When a transaction does not 


any transfer of property, the 
tion will not be taxable in the 
of special statutory provision. The ser- 
vices of a barber in cutting hair, or of 
a jeweler in cleaning a watch would not 
be taxable. 

In one of the leading cases involving 
Dun & Bradstreet, Inc.7 the 


New York court ruled that the financial 


services, 


information service rendered by Dun & 


Bradstreet to their subscribers was a 
nontaxable service, despite the fact that 
reference books containing financial in- 
the 


scribers. These books could not be ob- 


formation were delivered to sub- 
tained without subscribing to the ser- 
vice, and no separate charge was made 
for them. 

Four significant fact elements appear 
in the case: (1) The subscriber could 
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Assistant Professor 


make no proper use of the books except 
to extract information therefrom for his 

Under the contract he could 
exhibit the 


own use, 


neither books to anyone 


else nor sell the information he ex- 
tracted from them. (2) Title to the books 
transferred. (3) The 


have 


was not service 


could been rendered, albeit at 
with- 
out transferring the books at all. (4) No 


separate 


much greater expense and effort, 
charge was made for the use 
of the books as distinguished from the 


service. 


Is service confidential? 


If an information service is not con- 
fidential, so that the subscriber may 
assign or exhibit for his own profit the 
reports which he receives from the ser- 
vice, then it apparently loses its char- 
acter as essentially a service and _ be- 
comes taxable. The subscriber is held to 
have purchased the product of the re- 
search and not the services which went 
into the publication. The significance 
of this confidential, nonassignable char- 
acteristic of the information reports is 
further emphasized in a case involving 
Babson’s Business Reports. In Business 
Statistics Organization, Inc.,8 the pub- 
lisher contended that the reports were 
exempt from taxation under a provision 
of the New 


periodicals. 


York City law exempting 
The city contended that be- 
cause the reports were designated by the 
publisher as “confidential” they could 
not be classed as periodicals. The New 
York court ruled that the reports were 
not confidential in any true sense, and 
that, therefore, they could qualify as 
periodicals, other conditions being sat- 
isfied. 

what 


Absent the confidential factor, 


are the characteristics of a document 
which determine whether the recipient 
has bought the document or the services 
which went into its preparation? If a re- 
port is prepared at the special request 
of the client, to fit his particular require- 
ments, and is not of significant intrinsic 
value apart from this special situation, 
it is an incident of a service and should 
not be taxable as a sale, no matter in 
what form it may be transmitted—print- 
ed, type-written, or on tape, for ex- 
ample. The fee paid to an official court 
stenographer for a transcript of the 
minutes of a court is paid for the ser- 
vices of the stenographer, not for the 
paper which the 


pages on report is 
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transmitted. The same result would 
seem reasonable in the case of an at- 
torney who prepares a will or other 
legal document for a client, or physician 
who writes out a prescription or renders 
a medical report in writing, or an in- 
vestigator who prepares reports for a 
client. 

The fact that skilled professional 
work and knowledge go into the prepa- 
ration of an article does not mean that 
the article is always transferred as an 
incident to a service transaction. For 
example, the lawyer who prepares and 
delivers to a client a printed will as a 
part of his professional service to the 
client might also prepare and publish 
a form book on wills which would be 
available to any person who might 
such a buyer would 


obtain the benefit of any professional 


choose to buy it; 


skill of the draftsman in a general way, 
but the professional attorney-client re- 
The book, 
is the subject of 


lationship would be absent. 
and not the services, 
the transaction, which is an ordinary 
sale. 

The true test then is one of basic 
purpose of the buyer. When the product 
of the service is not of value to anyone 
other than the purchaser, either because 
of the character of the 
product or because it is prepared to fit 
this fact 
that the 


service is the real purpose of the con- 


confidential 


the purchaser's special need, 
is evidence tending to show 


contract 
is to produce an article which is the true 
object of the agreement, the final trans- 
fer of the product should be a sale, 
regardless of the fact that special skills 
and knowledge go into its production. 


tract. When the purpose of 


Under this analysis, printing werk, done 


on special order, and of significant 


value only to the particular customer, 


is still a sale. The purchaser is interested 
in the product of the services of the 
printer, not in the services per se. 
Similarly, it would seem that contracts 
for custom-produced articles, be they 
should be 


classified as sales when the product of 


intrinsically valuable or not, 


the contract is transferred. 


Trade services 

\nother type of service transaction in- 
volves the transfer of tangible personal 
property by rental or license to use, the 
transferor performing some significant 
service with respect to the thing trans- 
ferred. 


Linen and diaper services are 
The housewife who 
subscribes to a diaper service accomp- 


common examples. 





y 


lishes two ends: she does not have wl 
buy diapers, and she does not have to| 
launder them. If inquiry were mem nipoaa 
she would in all probability unhesitat-} 0” filt 


the m 


ingly announce that the service—the they . 
laundering—more significantly motivates} ¢*hibi 
her decision to subscribe to the service, The 
Nevertheless, such a service has been| buying 


held taxable on its gross proceeds under! 4Ucing 


a Statute taxing the rental of tangible 
personal property. In Philadelphia, a{ 4°" ! 


be ex 





linen service was taxed on gross pro- that 1 
ceeds, even though it showed that only distrib 
about 20% of its charges was for re- This 
placement of the linens. New York City} the 
from whom Philadelphia borrowed its rhe 
sales-tax law, had declared by admini-| Proble 


strative regulation that linen services are | could 
not taxable. The Pennsylvania os fers ai 
considered the New York regulation to| *¢ SE 
be inconsistent with the New York cases} 4 
holding that rentals of motion-picture differe 


film for the purpose of exhibiting it to ing an 





audiences are taxable. ic qué 
The 
Is service only purchased that i 
It is not necessarily inconsistent to being 
treat film rentals and linen services dif-| he @ 
ferently under a tax statute; there is a the ci 
difference between the two types of radio 
transactions. The linen-service customer | TS 4 
purchases a service which must be per-| * ‘ 
formed with each delivery—the linens} ‘¢ 8 
must be laundered. The customer may or of 
or may not receive the same linens re-| 8'OUP 
peatedly, the supplier performing a these 
laundry service to make the linens| @lty i 
usable. The film renter expects film de- and 
livered to him to be in a serviceable which 
condition, but after each exhibition it If 
is not necessarily returned to the dis the ¢ 
tributor for servicing. Repair or clean- mot ¢ 
ing of film is not what the customer is ¢ dard 
primarily buying. lation 
If he is buying any service at all, the Code 
film customer may be purchasing the Time 
services which went into the making of | "°"S 
the film. In Washington Times-Herald, | *©4" 
Inc.® the court ruled that a newspaper | 4°" 
which purchased comic strip mats from sonal 
a syndicate under contracts granting the | ©S* ‘ 
right to reproduce the strips in one is- there 
sue of the paper had purchased the nO Sl 
services of the artist who drew the strip. dard 
Lack of privity between artist and news- the | 
book 


paper, the court said, constituted no 4 


obstacle. Under this decision, the syndi- { ©! 
cate had apparently purchased the ser- | Y* 
vices of the artist, stored these services | 4€ 
in the form of the mats, and resold the | "és 
services to the newspaper. By analogy | °"8™ 
was | 
8299 N.Y. 443, 87 N.E. 2d 505 (1949). even 


*213 F. 2d 28 (1955). 
tran: 
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the motion picture producer buys the 
services of his performers, stores them 
on film, and by successive assignments 


they come into the hands of the film 
exhibitor. 
The linen service customer is not 


buying the services which went into pro- 
ducing the linens. If the service is to 
be exempt from sales tax, the exemp- 
tion must be given under the theory 
that it is the laundering service of the 
distributor which is being purchased. 
[his appears to be the view expressed 
in the New York City regulations. 
The Times - Herald 


problems of considerable difficulty. It 


decision raises 
could be argued that anytime one trans- 
fers an article which is the product of 
the special art, skill, or learning of its 
creator, he is really selling services. The 
difference between a very valuable paint- 
ing and a calendar cover is one of artist- 
ic quality, not of canvas and paint. 

The key to the 


that it is an intangible right which is 


Times-Herald case is 


being purchased—the right to reproduce 
the work. The 
of the film service, and of the 


artist’s same is true in 
the case 
radio transcription service. If such trans- 
fers are to be exempted from a sales 
tax, the exemption should be not on 
the grounds of a “service” exemption, 
or of a “custody only” concept. The 
grounds should be that a transfer under 
these circumstances of tangible person- 
alty is a mere incident to the purchase 
and exercise of an intangible right 
which is the purpose of the transaction. 
If transfers incident to a service or 
the exercise of an intangible right are 
not to be taxed, there must be a stan- 
dard to determine such incidence. Regu- 
lations under the District of Columbia 
Code established such a standard for the 
‘imes-Herald case. Under the regula- 
tions a sale is deemed to be an incon- 
sequential element of a service transac- 
tion if the price of the tangible per- 
sonal property is less than 10% of the 
cost of the service. In jurisdictions where 
there is no express statutory provision, 
no such easily applicable statutory stan- 
In Bradstreet, Inc., 


the with 


dard exists. Dun & 
the cost of 


books 


cost of 


service reference 


was four times as great as the 


the 
books 


without books; 
the 
a nontaxable incident of 


the service. On the other hand, a photo- 


the service 


yet the transfer of was 


deemed to be 


engraver who sold completed engravings 
was taxable on the whole contract price, 
even though the cost of the metal plates 


transferred was only 2% of the total 


paid. Georgia, which has the express 
Statutory exception of sales which are 
inconsequential elements of a service 
transaction, has ruled that the relative 
value of the article transferred and the 
services 


performed is not a _ proper 


measure of what is inconsequential. 


Repair services 

When a service man repairs tangible 
personal property for a customer, and 
in the process adds new material there- 
to, has a taxable sale occurred? Clearly, 
title to the new material passes to the 
customer. The problem of classification 
for tax purposes is inextricably bound 
up with the determination of whether 
the sale of the repair materials to the 
serviceman is a sale at retail or a sale 
at wholesale. The premise of the de- 
cisions seems to be that the legislature 
intends to apply the excise tax only 
once in the chain of transactions which 


The entire amount 


taxable; exceptions 


7. A TAXABLE Sale is made, what 
is the amount upon which the tax 
rate is imposed? Significantly, all general 
sales and use taxes are on ad valorem 
basis. The terminology used to describe 
the sales-tax base is bewilderingly vari- 


ous: “sales,” “gross income” (Indiana 
and West Virginia), and “gross pro- 
ceeds.”” This should not disconcert us, 


for in many cases the meaning is further 
defined in and depends upon the par- 
ticular statute. Uniformity of language 
might, therefore, be deceptive. 

The variety of provisions permitting 
or requiring addition of the tax to the 
sales price and prescribing how the tax 
shall billed the 
whether, when two sales taxes are 


be raises question 
im- 
posed on the same sale, the basis or 
measure of one sales tax is the price 
which includes the other sales tax. In 
states which restrict the sales tax to re- 
tail sales, this problem is minimized for 
the 


wholesalers’ taxes have, at the point of 


most of manufacturers’ taxes or 
sale to the consumer, lost their identity 
as tax money and clearly become an 
integral part of the price. However, the 
problem arises in connection with Fed- 
eral retail excise taxes and state motor 


fuel taxes even in these states. 
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transfer the article from the producer to 
the consumer. If the repairman-cus- 
tomer transaction is held to be a service 
transaction with no taxable sale, then 
the transaction by which the repairman 
obtained the materials is taxed as a 
sale at retail. Conversely, if it is ruled 
that the repairman acquired the mate- 
rials at wholesale, then the transfer to 
the customer must be held to be a tax- 
able sale, or the materials will be con- 
sumed without ever having been sub- 
jected to the excise tax. 

Except for this wholesale-retail com- 
plication, repair transactions seem to 
fall generally within the rules applicable 
to other No 
from the 
cases arising in differing jurisdictions 
except that where the repairman makes 


transactions. 
is deductible 


service-sale 


consistent rule 


a separate charge for materials and 
labor, the transfer of the materials is 


held to be a taxable sale. 


of sale need not be 


provide savings 


by ARTHUR H. NORTHRUP 


A tax on a tax is not necessarily un- 
constitutional, but the invalidity of tax- 
ing Federal tax funds is shown by the 
following argument which was recently 
successful in preventing Indiana gross 
income taxation of a producer of gaso- 
line on amounts collected as Federal 
excise tax: 

1. The Federal excise tax on gasoline 
sold by a producer is a tax upon the 
sale, not upon the manufacture. 

2. It is not a part of his sale price. 

3. It is intended to be, and is, a tax 
upon the purchaser, to be paid and 
borne by the purchaser. 

4. The producer is the collector of 
the Federal excise tax and is the agent 
the United States the 
of such collection. 


of for purpose 

Based upon the foregoing analysis: 

5. Amounts collected by the producer 
and paid over by it are not subject to 
tax under the provisions of the Indiana 
Tax Act. 

6. To subject these amounts to taxa- 


Gross Income 


tion by the State of Indiana would be to 
tax (a) monies collected and held as 
taxes of the United States and (b) the 
collection of such taxes by an agent of 
the United States violates the constitu- 
tional immunity of such revenues and 
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such agency under the Constitution. 

7. To subject these amounts to taxa- 
the State of Indiana would be 
United 
States as if they were gross receipts of 


tion by 


to tax gross receipts of the 


the producer and would, therefore, de- 
prive the producer of its property with- 
out due process of law. It should be 
noted that the logic of the foregoing 
argument provides no basis for exclu- 
sion of the Federal excise tax on gaso- 
line from the price and sales tax base 
of a sale by a retailer to the consumer. 
Thus, 


ceipts of a 


the double taxation of gross re- 
under the 

Tax Act 
and the Liquor Control Act was held 
Nudelman.19 In Illi- 


nois the retailer’s tax itself is part of 


liquor dealer 


Illinois Retailers Occupation 
valid in Bardon v. 
However, the tax is im- 


on 98% of the 
Thus, in effect, the 2% tax 


the tax base. 
posed at the rate of 2% 
sale price. 
is excluded from the tax base. 

The sequence of Alabama cases cul- 
minating in Ross Jewelers, Inc.11 shows 
a tendency to include Federal taxes in 
the state sales tax base if the retailer did 
so in collecting the tax from the cus- 
tomer. The most recent opinion on the 
Ross case indicates a policy on the part 
of some courts to exclude Federal excise 
taxes from the state sales tax base. In 
Kansas, the ultimate consumer pays the 
tax; an article is taxed only once.!? 
Maine has held that the sales tax is on 
there- 
fore deduct it for income tax purposes. 
Maine in the 


the consumer.!* Consumers can 
that the 


sale of food to employees in a manufac- 


same case held 


turer’s cafeteria is a retail sale. 


Shipping and storage costs 

An analogous question is whether 
shipping costs and storage costs should 
be included in the tax base price. The 
argument in the foregoing section would 
apply directly on this point, except for 
the matters which arise from the statu- 
tory construction of the statutes impos- 
ing the other taxes and for the prob- 
lems of governmental immunity. The 
problem of whether the shipping and 
storage arise before, at the 


costs mo- 


ment of or after the sales tax is, with 


these exceptions, exactly the same as 
the problem of double taxation. 
Accordingly, it has been uniformly 
held that when the shipping or storage 
occurs prior to sale and is a necessary 
cost of delivering the goods to the pur- 
chaser, in accordance with the terms of 
the sale at a given time and place, such 


shipping and storage charges are in- 
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cluded in the purchase price and in the 
measure of the sales tax.14 A separate 
billing of the customer will not change 
the general rule if no other facts are 
changed.15 

In Bloxom v. Henneford,'® the court 
reviewed the cost of transportation to 
the purchaser's place of business. It held 
that freight, drayage or other costs, paid 
by the purchaser after he bought the 
goods, cannot be part of the measure 
of a sales tax imposed upon “the pur- 
chase price.” Clearly, the argument of 
the Bloxom case would apply with equal 
force to storage incurred after the sale 
upon which the tax is imposed. 

When the goods are sold f.0.b. by the 
purchaser who accepts delivery subject 
only to inspection upon delivery to the 
carrier or warehouse, the base of the tax 
would be the sale price exclusive of 
storage costs or shipping charges separ- 
ately billed to the customer. The reason- 
the same as under 
It should be 
noted, however, that whenever the ship- 


ing here would be 
the double-tax situation. 
ment is intended to go outside the state 
the advantage to the seller is in provid- 
ing for acceptance of delivery by the 
purchaser after shipment so that the 
entire transaction would be subject to 
an interstate commerce exemption and 
not fall within the rule of Wood Pre- 
serving Corp. (313 U.S. 62 (1941)). 


Taxing containers 


Four situations can be distinguished: 
the taxation or exemption of empty 
containers when they are (1) nonreturn- 
able and (2) returnable, and the taxa- 
tion of filled containers along with the 
contents when they are (3) returnable 
and (4) nonreturnable. 

In most the 
has been largely left to judicial inter- 
pretation, a sale of a 


instances when matter 
nonreturnable 
empty container has been held to be a 
taxable retail sale. 

In Ohio, a rule adopted by the tax 
commissioner pursuant to statutory au- 
thority excluded from taxation sales of 
packing or wrapping materials and con- 
tainers to be used in packing, wrapping 
or crating tangible property sold in an 
established business. Approving _ this 
rule, Kroger Grocery & Baking Co.17 
held that sales of cartons, containers and 
wrapping materials to a grocery com- 
with the 
sale of its products were exempt from 
the retail sales act. 

It is somewhat difficult to justify the 
cases which are contrary to the Kroger 


pany for use in connection 


rule. The price of the container is un- 
doubtedly reflected in the price of the 
product when it is sold at retail in the 
container, particularly in states which 
have stated as one of the goals of their 
taxation that the product will be taxed 
only once at its ultimate sale. 

Suppose new bottles and cases are 
purchased by a ginger ale manufacturer 
for sale, filled, to the ultimate consumer. 
Title to the bottles and cases passes 
upon this ultimate sale of the ginger 
ale. Nevertheless, the bottles and cases 
may be returned for a refund which the 
ginger ale manufacturer is obligated to 
pay. So the ultimate sale of ginger ale 
is not treated as an ultimate sale of the 
bottles. It is disregarded for tax pur- 
poses, and the first sale of the bottles to 
the ginger ale manufacturer is taxed as 
a retail sale. From the point of view of 
collecting the tax at least once, the re- 
sult is sound. The tax is not collected 
a second time because the amount post- 
ed by the ultimate consumer of the 
ginger ale is treated as a deposit to 
assure return of the container and the 
sales tax does not apply to the deposit. 
The difference is that the state now de- 
rives revenue from bottles returned by 
the consumer and discarded by _ the 
ginger ale manufacturer as unfit for use. 
Presumably, the deposit is not taxable 
even though the bottles are never re- 
their re- 
turn is refused (because “unfit” or for 


turned by the consumer, or 
no reason), since the tax has been paid 
on the bottles. In such an event, the ¢: - 
posit could cover the cost of the bott 


and cases, including the tax. 


Returnable containers 


soft-drink bottle is a 


container; its purchase by retailer from 


A returnable 


manufacturer is not a retail sale and is 
not taxable.18 

Sales of milk bottles to retail distribu- 
tors of milk when bottles are returnable 
by consumers to distributors are not re- 
tail sales subject to tax, under the con- 
tainers exemption.!9 

Oil drums returnable to a seller by 
the consumer do not come within the 


© 369 Ill. 214, 15 N.E. 2d 836 (1938). 

11260 Ala. 682, 72 So. 2d 402 (1954). 

‘2 Southwestern Bell Tel. Co. v. State Comm'n, 
168 Kan. 227, 212 P. 2d 363 (1949). 

18W. S. Libbey Co. v. Johnson, 148 Me. 410, 94 
A. 2d 907 (1953). 

‘4 For a discussion of the older cases on deducti- 
bility of freight charges in determining gross 
receipts see Annot., 102 A.L.R. 768 (1936). 

5 Gee Coal Co. v. Department of Finance, 361 
Ill. 293, 197 N.E. 871 (1935); State v. Menefee 
Motor Co., 18 La. App. 694, 189 So. 61 (1932); 
State ex rel. Snidow v. State Bd. of Equaliza- 
tion, 93 Mont. 19, 17 P. 2d 68 (1933); Hope 
Natural Gas Co. v .Hall, 102 W. Va. 272, 135 
S.E. 582 (1926). 

16193 Wash. 540, 76 P. 2d 586 (1938). 
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exemption of sales of containers to man- 
ufacturers.2° This is a special statutory 
problem. 

Rhode Island taxes sales (not resales) 
of empty, returnable containers or filled 
non-returnable containers. Thus the sale 
of the container is taxed only once. 

In Inchausti & Co.71 the parties ad- 
that it 


mitted sell 


not 


was customary to 


hemp in the market baled and 


loose. The court held that the cost of 
bailing should be included as part of 
the purchase price in computation of 

22 held that a tax of 


the sales tax. Potter?? 
five cents to be paid on containers o 


= 


malt syrup or malt extract should be 
computed by weighing the entire con- 
tents of the containers filled with liquid 
ingredients. 

When gasoline was sold from a tank 
containing 30% 


taxable and 70% non- 


taxable gasoline, each sale should be 
taxed at 30°% of the whole amount sold 
rather than wholly exempting sales 
which accounted for 70% of the tank’s 


contents.=3 


Returns, discounts and allowances 


Provisions for returns, discounts and 
allowances are almost entirely statutory. 
In many cases, however, clear provi- 
sions in the statutes are lacking. Only 
in North Carolina and West Virginia 
does the statute clearly prohibit the de- 


duction of cash discounts allowed at the 


time of sale and later taken. Many 
statutes put time limitations on the pro- 
vision for returns. Rhode Island _ re- 


quires the return within 120 days, and 
California within 90 days, for example. 
Nearly all statutes permit the exemp- 
tion of sales when the item is returned, 
regardless of whether repayment of the 


purchase price is made in cash or credit. 


Credit sales and bad debts 


Some statutes distinguish between 


conditional sales contracts which pro- 


vide for installment sales and ordinary 
credit. When such a distinction is made, 
there are usually statutory provisions 
for obtaining the approval of the office 


administering the tax for paying the 








19 Ohio St. 120, 77 N.E. 2d 921 (1948). 
Coca-Cola Bottling Plants v. Johnson, 147 Me. 
27, 87 A. 2d 667 (1952). 

Evans v. Memphis Dairy Exchange, 194 Tenn. 
250 S.W. 2d 547 (1952). 

Consumers Cooperative Ass’n v. State Comm’n, 

74 Kan. 46 > P. 2d 850 (1953). 

20 Phil. 345 (1911). 

252 Mich. 460, 233 N.W. 380 (1930). 


Charleston Oil Co. v. Carter, 131 S.C. 468, 128 
S.E. 8 (1925). 
6 Mich. 225, 295 N.W. 624 (1941). 
Mich. 558, 275 N.W. 248 (1937). 
26 | 2d 571 (9th Cir. 1928). 
Phil. 999 (1929). 
) Ohio St. 295, 78 N.E. 2d 725 (1948). 
» 2d 805 (Fla., 1951). 


tax on conditional sales as the amounts 
are received. Some states permit all 
credit sales to be treated in this man- 
ner, either at the taxpayer’s option or 
subject to the prior approval of the 
office administering the tax. If the credit 
sale is treated as completely taxable at 
the time it is entered into, three addi- 
tional problems arise: (1) if the debt turns 
out to be bad, may a tax credit based 
on an unpaid balance be allowed? (2) if 
the sale was subject to a mortgage or 
otherwise involves a mortgage, does the 
full 


the mortgage? and (3) are interest and 


tax base include the amount of 
service charges included in the sale price 
for purposes of tax computation? 

The North Carolina statute permits 
merchants to obtain an extension of the 
time of payment of tax on credit sales. 
They may then include in each monthly 
tax the 


during the previous month and pay the 


report installments collected 
tax only on amounts actually collected. 
Otherwise, the the 


tax when the sale takes place and take 


merchant may pay 
credit for the amount of the tax when 
the bad debt is charged off for income 
tax purposes. 

In the absence of specific statutory 
provision for credit sales, Gardner- 
White Co.24 held that the tax 
due when the sales contract was accepted 


became 


by both the buyer and the seller. The 
taxpayer was not permitted to compute 


the tax as and when each installment 


payment was actually made, nor to take 


any deduction for bad debts or credit 
losses. 
Similarly, Rudolph Wurlitzer Co.?5 


held that there was no right to refund 
or credit on the tax upon repossession 
of property sold on conditional sales 
contract for nonpayment of installments. 
The court held inapplicable the statu- 
tory provisions permitting deductions of 
credits or refunds for returned goods. 
A leading Federal case permits no tax 
That is Slavick 
Jewelry Co.,26 which applied the 5° 


credit for bad debts. 


if 
jewelry tax on the gross contract sales 
price even though an unpaid balance 
had been charged off and the account 
closed. 

The statutory provisions in Alabama, 
that in all events there is no tax until 
collection, or in Georgia, that the tax- 
payer may elect to pay the tax on an 
accrual basis, seem much more equit- 
able. So do the provisions of the North 
the 
the debt of the purchaser, payable as 


Carolina statute which make tax 


the price is collected, or which permit 
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a credit to be taken for the tax when 
the debt is charged off. Similarly, the 
North Dakota allows a credit 
for the tax paid at the time the account 
is charged off with a specific statutory 
provision that any subsequent collec- 
tions on the account are taxed. 

An equally question is 
whether the interest or service charge 
on a credit sale is part of the taxable 
sales price. 


Statute 


significant 


A few statutes specifically 
exclude service charges; a few specific- 
ally include them. Most statutes are not 
clear on this point. In Bachrach Motor 
Co.,*7 an installment an auto- 
mobile, title passing at the time of the 
sale, was held to be taxable only on the 
sales price “or 


sale of 


value of the things in 
they are disposed 
interest on install- 
ments, even though predetermined. 


question at the time 
of” without including 


Taxation of rental receipts 


Most states provide in bread terms for 


the taxation of rents under which the 


lessee retains possession of personal 
property. However, these provisions are 
usually intended to cover lease arrange- 
ments which are in fact disguised con- 
ditional-sales Regulation 60 


under the Nevada sales tax act provides 


contracts. 


that a sale disguised as a lease is taxable 
as a Sale if, for example, the property is 
substantially consumed during the life 
of the lease. Again the variety of stat- 
utes is significant, particularly the tend- 
ency to distinguish between taxable ho- 
tel leases and 
nontaxable long-term leases. Most stat- 


facilities and short-term 
utes, of course, are confined to tangible 
personal property. Thus, the rental of 
ice skates at a skating rink was held 
taxable in Pla Mor, Inc.28 Many stat- 
utes provide that the rental of an arti- 
cle is taxable if the sale of the article 
would be. Other statutes, such as those 
in North Rhode Island 
Pennsylvania, do not tax rents unless 
the transaction is actually a sale. 


Carolina, and 


Supreme Distributors, Inc.29 held that 
income from juke boxes and coin devices 
is rental in the amount received by the 
box owner, not joint income on total 
receipts by the location operator and 
the machine owner. In Florida, music 
might also be an amusement for pur- 
poses of taxation. 

The Colorado statute provides for 
taxation if the right to continuous pos- 
session or use is granted under a lease 
of an article which would be taxable 
if sold. Accordingly, the renting of auto- 


mobiles to the public for temporary 
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use upon the basis of charges for time, 
mileage, service, oil and gas, and dam- 
ages has been held not taxable.39 The 
same case held that sales of automobiles 
to a business renting them out were 
not wholesale sales even though whole- 
sale prices were paid. To like effect, on 
the exemption of automobile rentals 
from sales tax, is U-Drive’Em Service 
Co.31 

Likewise, when a photographer fur- 
nished photographic prints and manual 
illustrations to customers for reproduc- 
tion by them for advertising purposes 
and the photographer or illustrator re- 
tained title, the New York City sales 
tax did not apply. 

On the other hand, a transaction un- 
der which a typesetter produced finished 
work for a printing house, billing an 
extra charge as a deposit to ensure the 
return of the type, was held subject to 
sales tax.33 Similarly, use of motion pic- 
ture films to an exhibitor was held to 
sale in United Artists 


be a_ taxable 


Corp.54 


Taxation of exchanges 

There are a variety of statutory pro- 
visions. Many provide that the taxes be 
imposed upon receipts in money or 
goods valued in money and stop there. 
the 
nary provision for taxing exchanges at 


The obvious difficulty with ordi- 
the full value allowed by the retailer 
is that the 


goods traded in, 


retailer, when he sells the 
will be subject to a 
second sales tax unless the statute speci- 
fically 
which was traded in, as many do. 
Bros.5 held 


dealer could be 


exempts sales of merchandise 


Hartman that an auto- 
the 
full retail price, that he could get no 
that he 


could be taxed again when the automo- 


mobile taxed on 


allowance for trade-ins and 
bile traded in on the first sale was sold. 
The undesirability of this 1939 decision 
had a salutary effect, for the 1941 amend- 
ments to the Colorado act provide fair 
alternatives to the retailer in handling 
goods received in exchange and resold 
which might well be copied in other 
States. 

In some cases where the transaction is 
not at all the 


held inapplicable. Food served free to 


for cash, tax has been 
employees was not taxable in South- 
west Hotels.36 

Many statutes provide for reduction 
from the price base of the original sale 
of the full allowed for the 
trade-in. Others provide for nontaxa- 


bility at the time of resale. 


amount 
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More statutory clarification is needed. 
A trade-in received by one in the busi- 
ness of selling the article should not, to 
that extent, be a retail sale or a realiza- 
tion of value at the full retail rate. 


Do retail sales include services? 

Local services do not confer jurisdic- 
tion to tax. Thus, advertising in Mary- 
land, delivery of goods to common car- 
riers consigned to Maryland users, and 
delivery in its own trucks in Maryland 
was not a basis for imposing a duty of 
collecting Maryland use taxes on a Dela- 
ware corporation through seizing its de- 
livery truck. The Maryland statute vio- 
lated the due process clause of the Four- 
teenth Amendment, no mail or 
telephone orders were accepted and no 


since 


personal solicitation was done in Mary- 
land.87 Nor, said the Supreme Court, 
could a sales tax apply to a Delaware 
vendor.38 

Hopkins®® held that, even though the 
value of tangible materials employed in 
the manufacture of eyeglasses is only 
20% of the total price charged the con- 
sumer, the sales tax on tangible personal 
property applies to the whole amount. 

Serving food and drink is a sale, 
though common law said it was a ser- 
vice.40 Similarly, restaurants are taxed 
as making retail sales under the Ohio 
act. 

Feed purchased in connection with 
shipments by a common carrier was not 
exempt as a wholesale sale, or as a ser- 
vice connected with transportation, or 
as interstate commerce.4! Sale of leather 
products and shoe findings to repairmen 
for use in repairing shoes is a taxable 
retail sale and not a sale for resale.4? 
of the characteristics noted 
in the Hopkins case, sales of eyeglasses 
by optometrists, oculists and ophthalmo- 
logists have been a fertile field for sales 
tax litigation. Most courts follow the 
Hopkins though the 
glasses are supplied by an oculist or 


Because 


decision, even 


8° Herbertson v. Cruse, 115 Colo. 274, 170 P. 2d 
531, 172 A.L.R. 1812 (1946). 

81205 Ark. 501, 169 S.W. 2d 584 (1943). 

®2 Howitt v. Street & Smith Publications, 276 
N.Y. 345, 12 N.E. 2d 435 (1938); Andersen, 172 
Misc. 370, 15 N.Y.S. 2d 15 (Sup. Ct. 1939). 

%3 Typekrafters, Inc., 34 Pa. D. & C. 82 (1938). 
273 N.Y. 334, 7 N.E. 2d 254 (1937). 

* 104 Colo. 190, 89 P. 2d 584 (1939). 

86213 Ark. 140, 209 S.W. 2d 469 (1948). 

*? Miller Bros. Co. v. Maryland, 347 U.S. 340 
(1954), reversing 201 Md. 535, 95 A. 2d 286 
88347 U. S. at 346. 

8° 234 Al. 556, 176 So. 210 (19387). 

‘© Pappanastos v. State Tax Comm’n, 235 Ala. 
50, 177 So. 158 (19387). 

*| Utah Concrete Products Corp. v. State Tax 
Comm’n, 101 Utah 513, 125 P. 2d 408 (1942). 
42 W. J. Sandberg Co. v. Iowa, 225 Iowa 103, 278 
N.W. 643, modified on rehearing, 281 N.W. 197 
(1938); Craig-Tourial Leather Co. v. Reynolds, 
87 Ga. App. 360, 73 S.E. 2d 749 (1952). 


optometrist pursuant to a prescription 
which he made himself after examining 
the eyes.43 

A sale by a repairman is taxable in 
the full amount if service is not segra- 
gated.44 Western Leather*5 may be im- 
pliedly overruled by Utah Concrete 
Products Corp.4® Merriwether*™ held 
that sales of automobile parts and sup- 
plies to a retail automobile dealer for 
use in reconditioning used automobiles 
for sale was subject to the retail sales 
tax, since the used-car dealer is not a 
manufacturer. accordance 
with Cody,48 wherein sales made to au- 


This was in 


tomobile repair shops were held taxable. 
Doby*® shows that Alabama’s position 
is consistent, since an automobile repair 
shop was held not liable for sales tax on 
the gross proceeds of sales of parts and 
accessories used in reconditioning sec- 
ond-hand The Alabama 
statute exempts the sale of used auto- 
mobiles and the court refused to re- 
quire segregation of parts. 


automobiles. 


Segregation of sales from services 

Co.5° jikewise refused 
to permit segregation of new and used 
automobile parts, but in this case the 
entire sale price of the reconditioned 
motor was held to be subject to the tax. 
This is consistent with the usual Illinois 
view that the tax either applies to the 


Warshawsky & 


gross receipts of the occupation from 
sales or it does not. Accordingly, Illinois 
does not allow transactions to be segre- 
gated for tax purposes. 

Recapping or retreading of tires has 
another field of litigation on 
whether services or retail sales are in- 


been 


volved. 

Hawley v. Johnson®1 held that even 
though the sales price of exchanges 
should be the 
the 
amount of the gross receipts from sale 
rather than the full value of the merch- 
andise accepted in trade, because the 


“valued in money,”5? 


agreed trade-in price governs 


*’ Kamp v. Johnson, 15 Cal. 2d 187, 99 P. 2d 274 
(1940); Rice v. Evatt, 144 Ohio St. 483, 59 N.E. 
2d 927 (1945); Pennsylvania v. Miller, 337 Pa. 
247, 11 A. 2d 141 (1940). 

“ Western Leather & Finding Co. v. State Tax 
Comm’n, 87 Utah 227, 48 P. 2d 526 (1935). 

4 Tbhid. 

*©See note 42 supra. 

‘7252 Ala. 590, 42, 465, 11 A.L.R. 2d 918 (1949). 
48235 Ala. 47, 177 So. 146 (1937). 

#9234 Ala. 150, 174 So. 233 (1937). 

5° 377 Ill. 165, 36 N.E. 2d 233 (1941). 
5.58 Calif. App 638 (1943). 

52See Eisenberg’s White House, Inc. v. 
Bd., 72 Calif. App. 2d 8, 164 P. 2d 57 
53377 Ill. 331, 36 N.E. 2d 550 (1941). 
54373 Ill. 381, 26 N.E. 2d 483 (1940). 
5° 272 N.Y. 275, 5 N.E. 2d 818 (1936). 

538 F. Supp. 319 (S.D.N.Y. 1951). 

57 State ex rel, Otis Elevator Co. v. Smith, 357 
Mo. 1055, 212 S.W. 2d 580 (1948). 

58333 Pa. 46, 8 A. 2d 412 (19389). 
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| etect, is In re H. D. Kampf, Inc.,5® al- 


es 


icon from gross receipts. 


Consistent with the Illinois occupa- 
tional approach, Mahon v. Nudelman58 
held that restyling and repairing fur 
garments for customers is a repair busi- 
ness and the incidental transfer of title 
to added furs and linings was not a 
retail sale. However, in C .& E. Marshall 
Co.,5+ the court held that sales of crys- 
tals, clock glasses, pinions, springs and 
other jewelers’ supplies to retailers who 
assembled and repaired watches were 
not retail sales since, with minor altera- 
tions the parts entered the customer’s 
watch in the same form in which they 
were purchased and ultimate consumers 
were billed separately for the retail 
labor and services. 

On the contrary, Mendozo Fur Dying 
Works®® held that the sale of dyestuffs 
to a dyer was a taxable retail sale, since 
the dyer was not primarily in the busi- 
ness of reselling dyestuffs but in the 
business of rendering skilled services in 
performing the labor of dyeing. To like 
though this case based the 


was on 


ground that a sale of dyes and chemi- 


cals was a retail sale because it was a 
sale for consumption. 
hold that 


involving services are rentals and not 


Several cases transactions 
sales, or sales of real estate or otherwise 
distinguishable from retail sales of per- 
sonal property. 

When small parts were sold on oral 
contracts in connection with elevator 
repairs, the elevator company was not 
liable for tax since the parts became a 
part of the realty.57 Rejecting a similar 
contention, Pennsylvania Heat & Power 
Co.58 imposed the tax on the sale of 
instailed oil burners and their parts and 
accessories. 


The 


cases are somewhat analogous. Material 


construction and _ installation 


Service Corp.5® holds that neither the 
materialman who sells to the contractor 


#380 Ill. 226, 43 N.E. 2d 939 (1942). 

%© 76 Calif. App. 2d 572, 173 P. 2d 352 (1946). 

* Craftsman Painters & Decorators v. Carpenter, 
lll Colo. 1, 1387 P. 2d 414 (1942); State v. 
Christhilf, 170 Md. 586, 185 Atl. 456 (1936); 
Woodrich v. St. Catherine Gravel Co., 188 Miss. 
417, 195 So. 307, 127 A.L.R. 1179 (1940); St. 
Louis v. Smith, 342 Mo. 317, 114 S.W. 2d 1017 
(1937); Albuquerque Lumber Co. v. Bureau of 
Revenue, 42 N.M. 58, 75 P. 2d 334 (1937); Atlas 
Supply Co., 212 N.C. 624, 194 S.E. 117 (1937). 
® Wiseman v. Gillioz, 192 Ark. 950, 96 S.W. 2d 
459 (1936): Metzen v. Department of Revenue, 
310 Mich. 622, 17 N.W. 2d 860 (1945); R. C. 
Mahon Co. v. Department of Revenue, 306 Mich. 
660, 11 N.W. 2d 280 (1943), overruling Metzen 
v. Brown, 301 Mich. 532, 3 N.W. 2d 870 (1942); 
Kohn v. Philadelphia, 151 Pa. Super. 635, 30 
A. 2d 672 (1943). 
®Saverio v. Carson, 
2d 1018 (1948). 
*1941 Ohio B.T.A. 954. 

® Kistner v. Iowa State Bd. of Assessment and 


186 Tenn. 166, 208 S.W. 


nor the contractor who installs mate- 
rials into a building which is sold is 
making taxable retail sales of the mate- 
rials. 

In Imperial County,®° sales of crushed 
rock and gravel at cost by a county to 
a city for roadwork were held to be tax- 
able. The county had contended that 
it wds not engaged in the business of 
making sales at retail. 

A materialman’s sales to contractors 
are taxable retail sales.61 A retail sales 
tax has been imposed upon the transac- 
tion between the contractor and the 
landowner or subcontractor.®2 

Although a laundry performed a ser- 
vice exempt from the Tennessee sales 
tax, the tax applied to the full rental 
on laundered diapers. 

In some states, services are taxable as 
such, whether or not sales are involved. 
When services are excluded, what price 
is used as a sales price? Is it wholesale 
or retail? A manufacturer who sells ce- 
ment blocks at retail and who also con- 
structs block foundations is 
liable, when he does construction, only 


cement 


for a tax based on the cost to him of 
the materials or articles consumed by 
him in manufacturing the blocks. He 
is not liable for the tax on the full re- 
tail sale price of his own blocks used by 
himself in construction.®4 

On the other hand, funeral directors 
are reasonably taxed twice on the cost 
of the casket to them unless they segre- 
gate the fair selling price of the casket 
from the total cost of the funeral. 

If services are not segregated, the en- 
tire sales price of an optometrist for 
eyeglasses is taxable.66 

If the price of monuments erected at 
a grave includes the price of labor to 
erect the monument, the owner of the 
monument must pay the tax on the total 
sales price, without deducting the cost 
of labor.67 

In connection with the cases on seg- 
regation of taxable amounts, it should 


Review, 225 Iowa 404, 280 N.W. 587 (1938). 

* Rice, 144 Ohio St. 483, 59 N.E. 2d 927 (1945). 
*? Ferguson v. Cook, 215 Ark. 373, 220 S.W. 2d 
808 (1949). 

68 Pierce Oil Corp. v. Hopkins, 264 U.S. 137 
(1924); Carrol v. Tuskaloosa, 12 Ala. 173 (1847); 
Standard Oil Co. v. Brodie, 153 Ark. 114, 239 
S.W. 753 (1922); Miller v. People, 76 Colo. 157, 


230 Pac. 603 (1924); Board of Administrators 
v. Girardey, 36 La. Ann. 605 (1884); State v. 
Girardey, 34 La. Ann. 620 -(1882); Common- 


wealth v. Thorne, Neale & Co., 264 Pa. 408, 107 
Atl. 814 (1919); In re Mercantile License Tax, 
77 Pa. Super. 93 (1921); Comonwealth v. At- 
lantic Ref. Co. 69 Pa. Super. 32 (1918); Com- 
monwealth v. Banker Bros. Co., 38 Pa. Super. 
101 (1909), aff’d, 222 U.S. 210 (1911); Annot., 
39 A.L.R. 273 (1925). 

115 Colo. 275, 170 P. 2d 531, 172 A.L.R. 1312 
(1946). 

7° 105 Ind. App. 255, 11 N.E. 2d 512 (1937). 

71 231 Ind. 26, 106 N.E. 2d 797 (1952). 

72 227 Ind. 538, 86 N.E. 2d 685 (1949). 
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[Arthur H. Northrup is a member of 
the Indiana Bar and a partner in the 
Indianapolis, Indiana law firm of Gregg, 
Fillion, Fillenwarth & 


Sales and use taxes 


Hughes.| 


be noted that in general the burden of 
proof as to the amount for which the 
taxpayer is liable under a sales tax is 
upon the taxpayer.®8 


Does occupation or transaction control? 

The cases requiring segregation of 
retail sales from services to avoid taxa- 
tion of the whole charge are an inter- 
esting contrast to the Illinois principle 
that the occupation is either wholly tax- 
able or not taxable at all. This problem, 
which arises particularly in connection 
with retail sales mixed with services, 
also arises in connection with distinc- 
tions between retail sales and wholesale 
sales. For example, MHerbertson v. 
Cruse®® held that since a public auto- 
mobile-renting business did not involve 
a sale of the automobile, the purchase 
of automobiles for use in such a busi- 
sale, even 
though wholesale prices were paid. To 
the same effect, J. P. Michael Co.7 held 
that sales to hospitals and other institu- 


ness was a taxable retail 


tions by a wholesale grocer at wholesale 
prices were sales to the ultimate con- 
sumer and not sales for resale. This case 
applied the tax at retail rates. 

An evolution in the philosophy of 
taxation is visible in the Indiana cases 
The Michael decision is consistent with 
all the early Indiana cases and with the 
language of the Indiana gross income 
tax act that the individual transaction, 
and not the occupation of the seller, 
determines whether wholesale, retail, or 
general income rates of tax are applied. 
Accordingly, all of the early Indiana 
cases involving the sale and service prob- 
lem required segregation, with taxation 
of all unsegregated proceeds at the high- 
est rate applicable to any of them. Then 
the department of revenue succeeded in 
Samper™ in obtaining a decision that 
the general income rate of 1% applied 
to the receipts of a radio and television 
repair shop, even though the taxpayer 
had segregated and reported at the one- 
half of 1% retail rate his receipts from 
parts installed in cabinets owned by 
customers and other repair parts. The 
Samper case allowed the retail rate only 
upon sale of complete radio and tele- 
vision sets and over-the-counter sale of 
parts. The Samper case cited as its au- 
thority a construction case, Fort Pitt 
Bridge Works,?? which taxed all the re- 
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ceipts from the performance of a con- 
struction contract at the 1% rate, even 
though materials were installed in con- 
nection with the construction, on the 
basis that the contract was indivisible. 
Retailers were not long in seeing the 
significance of the Samper holding that 
taxed 
the rate which depended 


an indivisible contract must be 
entirely at 
upon the predominant nature of the 
transaction. If, for example, delivery 


and installation were incidental to a 
retail sale, that should be taxed at the 
retail sales rate of one-half of 1% and 
not segregated at 1% as services. The 
Indiana Supreme Court so held in L. S. 
Co.73 


Indiana has thus moved very far away 


Ayres ¢ 


from its rule requiring segregation and 
is approaching the position of the IIli- 
nois Retailers Occupation Act. In IIli- 
nois, salts which are incidental to other 
business activity are not taxable.74 The 
hold 


the seller’s occupation and not upon 


Illinois cases that the tax is on 
the sale or the consumer. 


In general, the legal form or com- 
mercial device involved in a sale usually 
has no effect upon the computation of 
sales tax liability. It seems to make no 
difference whether the retailer owns the 
goods or services sold. Alabama _ taxes 
sales by a retailer, although the property 
was held on consignment. 

Connecticut has ruled that tire recap- 
pers are retailers whether the customer 
furnishes the tire casing or not. They 
are taxable on the charges made. 

lips received by waitresses are tax- 
able gross receipts of the employer if 
agreed that they belonged to the em- 
ployer and could be credited against 
minimum wages. 

In states which require the collection 
of the retail sales tax from the customer 
where the sale is by vending machine, 
some difficulty in collecting has been en- 
countered. 

Until the 1951 amendments, sales by 
coin-operated vending machines were 
not included in taxable retail sales. The 
problem involved is that the tax is on 
there is no one to 


the customer and 


collect it. Maryland permits sellers to 
pay tax on vending-machine sales. 
Such sales may not fit the statutory 
definition of retail sales. Castleberry v. 
Evatt™ held that sales of packaged fluid 
milk by a dairy through vending ma- 
chines located in an industrial plant 
over which the vendor exercised no 
control except the right of ingress and 
to service machines sales 


egress were 
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off the “premises where sold.” They 


were not taxable. 


Conclusion 


Double taxation can result when: a 
tax includes the amounts of other taxes; 
two or more taxes exist on the same 


occupation or transaction; there is a 
tax on the retail sale of component 
parts, such as shipping and storage con- 
final sale; the 


same article taxed twice because goods 


tainers, as well as the 
which have been returned or exchanged 
are resold; and repairs (including re- 
placement parts, as well as the sale of 
parts to repairmen, are taxed. Much of 
the difficulty arises in the definition of 
a retail sale, but attempts to tax only 
frankly to 


recognize that the tax is on the con- 


the final transaction and 
sumer at least give a guide to courts. 
More diverse taxes typically encounter 
the same problems in connection with 
rate distinctions and lack this guide. 
While some states have made careful 


efforts in their sales and use taxes to 


fit a pattern left by their other taxes 
and the taxes of other states and the 
United States, most states impose a 
sales tax without sufficient regard for 
existing excises on motor fuels, liquors, 
cigarettes anc other special areas and 
without regard to license fees on certain 
businesses which may also be measured 
by gross receipts. 

Another area of weakness in most 
state sales taxes is in the treatment of 
credit sales. Most statutes do not indi- 
cate whether service charges or interest 
are part of the measure or base of the 
tax. Many provide for obtaining ap- 
proval of the administrative agency for 
paying the tax on credit sales as collec- 
tions are made. The measure or base of 
a sales tax is as significant as the as- 
sessed valuation in property taxation 
or the cost base in capital gains taxation 
or the definition of net income in in- 
come taxation. To clarify the measure 
of sales taxes, courts and administrative 


filled 


gaps left by statutes. 


officers have some of the many 


Determining whether exemptions apply 


is still difficult; courts unsure 


( Maa asi SPEAKING, there are three 


broad areas of exemption under 
statutes imposing sales and use taxes in 
the United States. These are: (a) ex- 
emptions arising out of the immunities 
of governmental agencies and _instru- 
of the 


governmental functions; (b) exemptions 


mentalities, or out exercise of 
arising under the commerce clause of 
the Federal Constitution; and (c) spe- 
cific exemptions created out of govern- 
social 


mental taxing policies or eco- 


nomic considerations. 


Governmental immunities and functions 


It is a little surprising to note that 
until as late as 1939 the great preponder- 
both 
was deemed to be 


ance of governmental activities, 


Federal and _ state, 
exempt from sales or use taxes. Every 
acre of Federal land or of occupation 
was looked upon as a sort of oasis in 
which no state taxes could be imposed 
upon the sales or other business activi- 
ties carried on there. As late as 1940 it 
was held that a state had no authority 
to collect a use or privilege tax on gaso- 
line sold on a Federal reservation. There 


by GEORGE D. BRABSON 


can be no question but that this was 
the general rule until passage of the 
Hayden-Cartwright Act by Congress in 
1936, and that the rule was applicable 
to sales, use, storage and other types of 
license taxes. 

A simple example of this type of gov- 
ernmental exemption should be suffici- 
ent to illustrate the inequitable conse- 
quences both as between the taxing 
state and a neighboring state. In most 
western states, Federal land holdings are 
extensive and in some places exceed the 
some 
Federal reservations occupy up to the 


areas privately owned. Because 


center line of a city street, Federally 
licensed traders could sell free of any 
taxes on one side of the street, while 
private merchants across the street were 
subject to such sales, use and license 
taxes as the state chose to levy. A mile 
or sO away, across a state line, no such 


taxes were imposed. Thus the taxing 


78 233 Ind. 194, 118 N.E. 2d 480 (19 
™ Svithiod Singing Club v. McKibbin, 38 
44 N.E. 2d 904 (1942); Mahon v. Nud 
Ill. 331, 36 N.E. 2d 550 (1941); H 

Continent Co. v. Nudelman, 367 I 
N.E. 2d 638, 115 A.L.R. 485 (1937). 
“147 Ohio St. 30, 67 N.E. 2d 861, 167 A.L.R. 
198 (1946). 
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jurisdiction found itself competing for 
revenue against both tax-free jurisdic- 
tions, and the merchants in the taxing 
state were competing against tax-free 
sales. 

The Hayden-Cartwright Act provided 
in substance that all taxes levied by any 
state upon sales of gasoline and other 
motor fuels could be levied in the same 
manner and to the same extent upon 
such fuels sold in any Federal territory 
or area, except when sold to or for the 
exclusive use of the Federal Govern- 
ment. 

1940 
what was in effect an amendment to the 


Congress passed in December 
Hayden-Cartwright Act. This new act, 
Buck Act, 
provided in substance that all kinds 


generally referred to as the 
and types of businesses carried on in 
whole or in part in Federal territories 
or areas located within a state or states 
would be subject to the same sales, use, 
license, income and other taxes of gen- 
eral application imposed by such state 
or states upon similar transactions in 
such state or states. 

It was soon apparent that the Hay- 


den-Cartwright Act was not a panacea 


for all the conflicts arising from Gov- 
ernmental immunities. As late as 1928, 
the Supreme Court had held in Pan- 


handle Oil Co.76 that a state was with- 
out authority to levy any kind of tax 
on sales made to the Federal Govern- 
ment. In the Indian Mortorcycle Co. 
decided shortly thereafter, the 
held that a Federal tax 
could not be levied on motorcycles pur- 


cas 77 
Court excise 
chased by a state or one of its political 
subdivisions, if done in the exercise of 
the state, 
and not in its proprietary capacity. 


a governmental function of 
Notwithstanding these decisions, cer- 


tain of the states insisted upon the 
application of their sales and use taxes 
to transactions entered into within their 
boundaries by such Federal agencies as 
national banks. In 1934 the Supreme 
Court ruled against this practice. It held 


n Standard Oil Co.78 that retail sales 


taking place in a post exchange on the 


Presidio constituted sales by an agency 





of the Federal Government and were 
not subject to the California license 
tax. As a result of this decision, as well 
as the strong opposition from Federal 
purchasing agencies to such levies, the 
° (1928). 
Mctoreycle Co., 283 U.S. 570 (1931). 
U.S. 242 (1934). 
ma v. King & Boozer, 314 U.S. 1 (1941). 


} 937). 
U.S. 232 (1952). 
5 ‘ 


‘ (1041). 
NM. 74, 191 P. 2d 996 (1948). 


State of California amended its act so 
that virtually all. sales to the Federal 
Government were exempted fron 
California tax. 

Other states, such as Ohio, Michigan, 
Pennsylvania and Wisconsin, also took 
action. Either by act of the legislatures 
or through administrative regulations, 
they exempted gasoline and motor fuels 
from sales tax if they were sold to a 
Federal agency or to a contractor work- 
ing for the Federal Government. Up to 
1940, in addition to these specific ex- 


the 


emptions as to motor fuels, at least 15 
states had granted a general exemption 
from sales tax on all materials and sup- 
plies sold to Federal Government con- 
tractors, or used by them in carrying 
out Government contracts. 

In the various decisions coming out 
of the state and Federal courts, some 
very fine lines of distinction were drawn. 
that 
were 


the 
exercising a 


Some courts stressed unless 


agency involved 
strictly governmental function no ex- 
emption from tax would be allowed. 
Other courts held that sales taxes might 
be imposed upon independent con- 
the 


United States, but not upon cost-plus 


tractors performing services for 
contractors, who were presumably act- 
ing as agencies of the Federal Govern- 
ment. Still others held that to exempt 
from sales taxes contractors dealing with 
the Federal Government would cause 
unconscionable burdens upon the states 
and hence should not be allowed. 
Some of the confusion arising from 
this line of cases was dispelled by the 
decision of Supreme Court in the now 
ubiquitously cited King & Boozer case.7 
In that case Alabama sought to impose 
its retail sales tax on King & Boozer, 
lumber merchants in Alabama supply- 
ing lumber on order of the contractor 
who was building, on a cost-plus basis, 
army camp buildings in that state. Two 
arguments were advanced by Federal 
attorneys opposing the tax: first, that 
the contractor was working under a 
cost-plus contract and hence was in 
legal effect an agency of the Federal 
Government; and second, that the eco- 
effect 
imposed upon the Government, which 


nomic burden of the tax was in 
should not have its governmental opera- 
tions curtailed by increases in costs. 
The Supreme Court rejected both ar- 
guments. Regardless of the precise na- 
tract, the 
were obligated to pay the tax as part of 
total Hence, 
contractors, Government, 


ture of the cor contractors 
lumber. 


the 


the cost of the 


the not 
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were the actual purchasers. This obliga- 
tion to pay the tax, said the court, was 
not relieved merely because they were 
acting in a loose sense on behalf of the 
Government. Nor were they relieved of 
the obligation merely because the eco- 
nomic burden of the tax could be shifted 
by them to the Government as the ulti- 
mate consumer. The contractors did not 


c 


take on the character as agents of the 
Federal Government either to enter into 
contracts or pledge its credit. The tax 
was not a levy on the Federal Govern- 
ment; hence the contractors could in- 
voke no governmental immunity. 

The rationale of the King & Boozer 
case was as effective in the state legisla- 
tures and administrative agencies as it 
was in the courts. It was broad enough 
in its language so that it virtually elimi- 
nated the wide exemptions, based on 
the theory of implied agency, which 
had theretofore been accepted by the 
states. As a 


several state 


legislatures amended their sales-tax acts 


conseq uenc e, 


to eliminate the broad exemptions coy- 
ering sales to contractors and other 
persons dealing with or on behalf of the 
Federal Government. Other states modi- 
fied their administrative rules to elimi- 
nate the exemption in all but special 
cases, as when the contractor is specific- 
ally authorized to act on behalf of a 
Federal purchasing agency. 


Recent Federal decisions 

A review of the more recent decisions 
of the Federal courts dealing with Gov- 
ernmental immunities to sales taxes and 
similar license and excise taxes indi- 
that still 


what uncertain about the application of 


cates these courts are some- 
Dravo Contracting Co.8° and the King 
& Boozer case. On the one hand, the 
Supreme Court said in Roane-Anderson 
Co.8! 1952, that 


could not impose sales and use taxes on 


decided in Tennessee 
materials purchased and used by private 
contractors in performing contracts for 
the 
the 


Atomic Energy Commission, since 


Atomic Energy Act gives an ex- 
press exemption from state and local 
taxation. Again, in Federal Land Bank 
v. Bismarck Lumber Co.,82 it was held 
that the broad exemption from taxation 
given by Congress to Federal land banks 
would avoid the imposition of a North 
Dakota 
lumber for repair of its bank properties 
in that state. On the other hand, in 
Black Hawk Consolidated Mines Co.88 


the court held that a corporation en- 


sales tax levied on sales of 


gaged in selling gold and silver to the 
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United States Government is not acting 
as an agency of the Government in 
making such sales and is subject to the 
New Mexico gross sales tax. 

Taxing officials in most states which 
impose sales and license taxes are obvi- 
ously uncertain about the application 
of these rulings to Federal transactions. 
In South Dakota, the Attorney General 
ruled that sales of tangible property to 
the Production Credit Corporations or- 
ganized under the Federal enabling act, 
are not to a governmental agency, but 
to entities distinct from the Federal 
Government, and hence subject to sales 
tax in that state. On the other hand, 
the same office had ruled earlier that 
a soil conservation district was a gov- 
ernmertal subdivision, and hence sales 
of materials and gasoline used by the 
district officials were not subject to sales 
taxes. 

From the foregoing analysis, it be- 
comes apparent that there has been at 
modicum of 


least a homogeneity in 


state and Federal court decisions in- 
volving this type of exemption. There 
are perhaps two reasons for this. In the 
first place, the decided cases in the ma- 
jority of instances have arisen in regard 
to a narrow and confined area of law, 
to-wit, the power of one sovereign State 
to lay a tax upon the sovereign func- 
tions of another state. In the second 
place, the legislatures in the various 
states have over the years and from time 
to time expressly recognized the prin- 
ciple of Governmental immunity by the 
enactment of specific provisions grant- 
ing the exemption in more or less uni- 
form statutory language. This is partic- 
ularly true of the sales and use tax 
statutes which have been enacted by 
the various states in the last 25 years. 

As a result, we find that the courts 
have not differed radically in their con- 
struction of the almost uniform word- 
ing found in the statutes. We find like- 
wise that the many divergences among 
the decisions dealing with particular 
items can be attributed largely to the 
factual situations, rather than to wide 
differences in the legal concepts of im- 
munity and exemption from tax. In 
short, there has been very little variation 
in the decisions in the various states 
as to the meaning of the statutory 
language itself or as to the principles 
of law involved. 


Exemptions under the commerce clause 


It goes without saying that the most 


prolific source of exemptions from sales 
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and use taxes lies in the field of inter- 
state commerce. That this should be so 
is natural. The Constitutional limita- 
tions against burdening or interfering 
with the flow of commerce between the 
states have been with us since the be- 
ginning, and have always occasioned 
controversy. This type of controversy 
-arliest 
cases a distinction was made between 


began early, and even in the 


taxes which imposed a direct burden on 
interstate commerce or which discrimi- 
nated against interstate commerce, and 
those which could be said merely to 
affect such commerce. 

Until the depression of the 1930's, 
the provisions of the commerce clause 
had always been strictly construed; al- 
most invariably the courts had favored 
the preservation of the strongly federal- 
ist doctrines established by Justice Mar- 
shall. Not until the courts began to feel 
the economic and social pressures of 
the depression-conscious state _ legisla- 
tures did a more liberal construction of 
the commerce clause appear. 

Of course, not all forms of taxation 
constitute control or regulation over 
interstate commerce. The courts have 
said that “even interstate commerce 
must pay its way,” and the bare fact 
that a person is engaged in such com- 
merce does not relieve him of all taxes 
simply because they add to the cost of 


doing business. 


State taxes on gas 

Nevertheless the first important de- 
partures from the strict rules of the 
John Marshall school occurred in 1932 
and 1934. In two cases, each involving 
State taxes imposed upon the sale and 
storage of gasoline, the Supreme Court 
held that gasoline imported from other 
states for use in supplying interstate 
carriers was subject to a sales tax or 
license tax which applied equally to all 
users of gasoline and did not discrimi- 
nate against interstate commerce. 

Che next step in the development of 
this new doctrine was to hold that after 
property transported in interstate com- 
merce has become part of the common 
mass of property within a state it may 
be subjected to a tax by that state im- 
posed upon the use or consumption of 
such property. 

Shortly thereafter, the Supreme Court 
of Alabama broadened the doctrine 
again in the case of Graybar Electric 
Co.84* In that case, Alabama imposed 
on local retail dealers a license tax 


measured by gross receipts of the dealer 


from sales. An Alabama dealer took an 
order from a local customer for certain 
articles to be shipped f.o.b. from the 
Ohio manufacturer directly to the Ala- 
bama customer. The court held that the 
amount of such sales was includible in 
the gross receipts of the dealer and 
subject to the tax, even though the tax 
increased the cost of doing business. 
When the case was appealed to the 
United States Supreme Court, it was 
afhrmed without opinion. 

Meanwhile, the Supreme Court had 
rendered another decision which, al- 
though it dealt with a privilege tax, 
opened the door to a further extension 
of the new doctrine. New Mexico had 
imposed on magazine publishers in that 
state a license tax measured by the gross 
sales of advertising space. The Court 
held the tax was valid even though the 
magazines were mailed and distributed 
in interstate commerce. The Court rea- 
soned that the preparation, printing 
and publishing constituted a local busi- 
ness activity, distinct from its circula- 
tion in commerce, and that the burden 
on such commerce was too remote to 
call for a rigid application of the rule 
prohibiting the use of gross receipts 
from interstate commerce as the meas- 
ure of a tax. 

The Supreme Court had now laid the 
groundwork for an even further exten- 
sion of the doctrine permitting the tax- 
ation by the states of property actually 
flowing in the channels of interstate 
commerce. The opportunity to make 
such a decision appeared in the well- 
Berwind-White Coal 
Mining Co.85 In that case, the City of 
New York imposed its sales tax on coal 


known case of 


mined in Pennsylvania and sold by the 
mining company through its offices in 
New York City through salesmen and 
telephone contacts working in such 
offices. The Supreme Court held inte) 
alia: 

1. A sales tax levied on every pur- 
chaser of merchandise in a state, regard- 
less of the source of the merchandise, 
does not violate the commerce clause 
merely because the merchandise has 
moved in interstate commerce immedi- 
ately before transfer of possession to the 
purchaser. 

2. A sales tax conditioned on delivery 
of possession to a purchaser within a 


S238 Ala. 116, 189 So. 186, aff’d, 308 U.S. 513 
(1939). 

309 U.S. 33 (1940). 

56309 U.S. 70 (1940). 

8? Crew Levick Co., 245 U.S. 292 (1917). 

88 322 U.S. 327 (1944). 

340 U.S. 534 (1951). 

%°Jd. at 538 
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state is based upon a local business activ- 
ity which, apart from its effect on inter- 
state commerce, is subject to the taxing 
power of a state; hence such a tax does 
not discriminate against insterstate com- 
merce. 

3. That the effect of such a tax upon 
interstate commerce is no different from 
a tax on the use of property which has 
just been moved in the channels of 
commerce. 

In the companion case of Felt & Tar- 
rant Mfg. Co.,86 a somewhat different 
situation presented. An_ Illinois 
manufacturer of business machines sold 
them to customers in New York City 
through offices located there. The orders 


was 


were sent to Illinois for acceptance, and 
the machines were shipped directly to 
the purchasers, who remitted by check 
The Court held 
that the sales were subject to the New 


to the Illinois office. 
York City sales tax for the same reasons 
Berwind-White and 
that such a tax did not “lay an undue 
burden on 


cited in the case, 


interstate commerce.” 


Two lines of reasoning 

By 1940, the courts had developed 
two distinct One 
supported the imposition of sales and 


lines of reasoning. 
license taxes; the other supported the 
imposition of use taxes. In general, the 
Supreme Court of the United States 
had adhered to the following principles 
on sales taxes and license taxes related 
to sales: 

l. The property 
in interstate commerce is not enough in 


mere movement of 

itself to command exemption from taxa- 

tion. 
9 A 


is imposed upon some local business 


state sales or license tax which 


activity or event and is applicable to all 
such transactions on the same basis does 
not discriminate against interstate com- 
merce. 

3. A state sales tax laid generally on 
all sales in the state regardless of the 
source of the property does not unduly 
burden where its 


interstate commerce, 


only relation to _ interstate 


commerce 
arises from its transportation therein im- 
mediately prior to delivery to the cus- 
tomer. 

In general, the Court had made the 
following determinations: 

|. The movement of property in in- 


"Spector Motor Serv. v. O’Connor, 340 U.S. 602 
(1951); Memphis Steam Laundry v. Stone, 342 
U.S. 389 (1952); Michigan-Wisconsin Pipe Line 
Co. v. Calvert, 347 U.S. 157 (1954); Railway 
Express Agency, 347 U.S. 359 (1954). 

312 U.S. 359 (1941). 

% 322 U.S. 335 (1944). 

™ 347 U.S. 340 (1954). 





terstate commerce terminates when it 
comes to rest within a state and be- 
comes part of the common mass of 
property therein. 

2. A tax on the use, consumption or 
storage of such property after termina- 
tion of an interstate movement is not 
that commerce, 
heyce is not a burden upon it. 

3. Such a tax imposed upon the same 
basis and same rates as a sales tax upon 
the same kind of property within the 
State is a compensating tax which does 
not discriminate against interstate com- 
merce. 


imposed upon and 


Since 1940, somewhat different judi- 
cial trends appeared. In the area of 
sales (and license) taxes, the cases fall 
into two categories: (1) those in which 
the property sought to be taxed moves 
from the taxing state to purchasers out- 
side the state; and (2) those in which 
the property moves from vendors out- 
side the taxing state to purchasers in- 
side that state. 

In the first group, the trend seems to 
be toward exempting all transactions 
from tax.87 As foreshadowed in prior 
decisions, the courts have insisted that 
there must be a legal obligation assumed 
by the vendor to deliver or cause de- 
livery of the property to the vendee 
outside the taxing jurisdiction. It is 
immaterial whether the property is 
shipped f.o.b. point of origin, or freight 
prepaid to destination. It is likewise 
immaterial where legal title to the prop- 
erty can be said to have passed in such 
cases. 

In the second group, the trend toward 
unlimited application of such taxes has 
apparently wavered. In J. E. Dilworth 
Co.,88 1944, the 
Court affirmed the Supreme 


decided in Supreme 
Court of 
Arkansas in holding invalid a sales tax 
imposed 


merchandise manufac- 


tured in Tennessee and shipped to pur- 


upon 


chasers in Arkansas, pursuant to orders 
taken by telephone or by traveling 
salesmen. The Court distinguished the 
Berwind-White case. Although the Ber- 
wind-White Company maintained sales 
offices in New York City and made 
physical delivery of the coal there, in 
the present case the vendor’s offices were 
in Tennessee, the sale was consummated 
in Tennessee and delivery was made in 
Tennessee in interstate commerce yet to 
flow. Thus the Court based its decision 
ultimately upon the fact that the “trans- 
fer of ownership” took place outside 
the taxing state. 

A more noticeable trend away from 
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[George D. Brabson is Tax Attornzy for 
The Ohio Oil Co., Findlay, Ohio.} 


the unlimited application of sales taxes 
came a few years later in Norton Co.8% 
The Norton Company, a Massachusetts 
corporation having a branch office in 
Chicago, made sales to its Illinois cus- 
tomers directly and also took orders 
for merchandise to be manufactured and 
shipped from Massachusetts to Illinois 
customers. In instances, orders 
were taken and shipment made from the 
Chicago warehouse. The State of Illi- 
nois sought to apply its retailers’ occu- 
pation sales tax to all sales made by 
Norton Company in that state. The 
Supreme Court denied the right to tax 
any part of the taxpayer’s sales which 
were not consummated in Illinois. Said 
the Court, in a significant withdrawal 
from its previous language: 


certain 


“Where a corporation chooses to stay 
at home in all respects except to send 
abroad advertising or drummers to soli- 
cit orders which are sent directly to the 
home office for acceptance, filling and 
delivery back to the buyer, it is obvious 
that the state of the buyer had no local 
grip on the seller. Unless some local 
incident occurs sufficient to bring the 
transaction within its taxing power, the 
vendor is not taxable.” 

The Court had now returned to the 
much that where the 
taxpayer “could have approached the 


earlier doctrine 
Illinois market through solicitors only 

it would have been entitled to the 
immunity of interstate commerce” on 
all its sales.9° 

The Supreme Court has shown a still 
more definite trend away from the un- 
limited application of state sales taxes 
in a series of cases beginning with Spec- 
tor Motor Service, decided in 1951, fol- 
lowed by Memphis Steam Laundry in 
1952, Michigan-Wisconsin Pipe Line Co. 
in 1954 and Railway Express Agency in 
1954.91 In each of these cases, a license 
or privilege tax was involved, based, 
however, upon gross sales or receipts 
from doing business in the state. In 
each case the Supreme Court denied 
the right to tax in language somewhat 
as follows: 

“It is enough to say that we have re- 
cently ruled that local incidents such as 
gathering up or putting down interstate 
commodities as an integral part of their 
interstate movement are not adequate 
grounds for a state license, privilege or 
occupation tax.” 

A somewhat more drastic change in 
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the trend of judicial opinion on _ use 
taxes has occurred. This change has 
come about largely by reason of the 
imposition of obligations to collect and 
remit taxes levied on foreign corpora- 
tions. Until a few years ago, it was as- 
sumed that a state could impose virtu- 
ally any type of condition upon a for- 
eign corporation entering to do business 
in that state. For a good many years, 


took 
this and imposed upon foreign corpora- 


the various states advantage of 


tions the obligation to collect and remit 


use taxes. 


Cases sustaining states 


1941 the 
Supreme Court had sustained the right 


In several cases prior to 


of the state to require such compliance 
with its use tax statutes. In Sears Roe- 
buck ¢ 
held 


licensed to do business in Iowa may be 


Co.°2 the Supreme Court had 


clearly that a mail-order house 
required to collect and remit an Iowa 
use tax on mail orders sent in to the 


Chicago warehouses of the taxpayer, 


even though such orders were in no 
way solicited or obtained through local 
business activities in Iowa. The Court 


said that the unsolicited mail orders 
were part of the “full benefits’ derived 
by the taxpayer from its aggregate of 
business activities in the state and hence 
subject to the use tax. 

As already pointed out in reference 
to sales taxes, the early decisions of 
the Supreme Court exempted from taxa- 
tion the bare solicitation of orders in a 
taxing state, whether by mail, telephone 
or traveling salesmen. As a result of 
depression-years psychology, the Court 
changed its approach. It held that where 
a foreign corporation maintains offices 
in a taxing state from which its repre- 
solicit orders, 


sentatives make adjust- 


ments, etc., the state may impose a use 
tax on the orders and require the cor- 
poration to collect and remit such taxes. 
In General Trading Co.,9? the Supreme 
Court held that even where the corpora- 
tion had no offices in Iowa and merely 
sent traveling representatives into the 
State, the use tax could be imposed since 
it was ‘a familiar and sanctioned de- 
vice.” 

It is quite apparent now that this 
trend in applying use taxes has reached 
its high water mark and is receding. In 
the very recent case of Miller Bros. Co.%4 
Delaware 


taxpayer, a manutacturer, 


sent its delivery trucks into Maryland 
to deliver merchandise, ordered person- 


ally or by mail orders. sent ‘to the ven- 
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dor’s offices in Delaware. No offices or 
maintained in Dela- 
salesmen were sent in. 
The Supreme Court reversed the Su- 
preme Court of Maryland which had 
followed the General Trading case, and 
had sustained the tax. The Supreme 
Court held in a surprise decision that 
no state has a right under the Four- 
teenth Amendment to require a foreign 
corporation to pay or collect a use tax 


warehouses were 


ware and no 


where it was not engaged in direct sell- 
ing in that state. 

The effect of the Supreme Court's 
decision in the Miller Bros Co. case is 
problematical. That decision may easily 
be given several different interpreta- 
tions: (1) It may well reflect a growing 
realization by the Court that a further 
broadening of the principle of taxation 
embraced in the General Trading Co. 
case might lead to profound and un- 
desirable economic dislocations. (2) It 
may be construed as the first effort of 
the Court to differentiate between the 
methods of merchandising which sub- 
from 
methods which do not. (3) It may re- 


ject one to taxation in a state 
flect only a change in the complexion 
of the Court, since Justice Jackson, who 
wrote the dissenting opinion in the 
General wrote the 
majority opinion in the Miller Bros. Co. 
case. 


In all 


ally reflects a point of view embracing 


Trading Co. case, 


likelihood the decision § actu- 
all three of the foregoing postulates. 
Justice Jackson was frank enough to say 
in the Miller Bros Co. opinion that: 
“Our decisions are not always clear 
as to the grounds on which a tax is 
supported, . nor are all of our pro- 
nouncements during the experimental 
period of this type of taxation consist- 
ent or reconcilable.” 
Such language is quite an admission 
Court. On the other hand, 
Justice Jackson also said: 


from that 


“[T]here is a wide gulf between this 
type of active and aggressive operation 
within a taxing state and the occasional 
delivery of goods sold at an out-of-state 
store with no solicitation other than 
the incidental effects of general adver- 
tising. Here there was no invasion or 
exploitation of the consumer market in 
Maryland.” 

If the Miller Bros. Co. decision means 
what it says, the principal import of 
the case is apparently that if a taxing 
state is to acquire jurisdiction to com- 
pel a foreign corporation to collect and 


remit use taxes, there must be active 


solicitation made di- 
rectly in the state by salesmen or agents 


and continuous 


of the corporation. If solicitation re- 
sults in actual sales, the other activities 
or events usually concomitant in con- 
summating the transaction are more or 
less immaterial. that, however, 
would constitute a departure from the 
much earlier that the 
solicitation of business in a taxing state, 


Even 


doctrine mere 
without more, is not sufficient to sub- 
ject a foreign corporation to use tax, or 
even to a service of process in that state. 


Economic considerations 


Various states have created exemp- 
tions arising from political and_ socio- 
economic policies. There has been pres- 
ent very little of the leveling influences 
which might have tended toward a uni- 
form treatment of such exemptions. 
The sales and use tax statutes creating 
them are of much more recent vintage; 
they have not had the time to develop 
a period of mellowing and adjustment 
to each other. As a consequence, it is 
in this area of political and social ex- 
emptions that the greatest divergencies 
appear. 

For example, Alabama, which enacted 
1940, 


grants some nine broad areas of exemp- 


both a sales and use tax law in 


tion, including farm products, farming 


tools, implements and fertilizer, news- 
print, textbooks, tobacco products, 
motor fuels, and foodstuffs. Arkansas, 


its near neighbor, in its first sales tax 
law enacted in 1941, exempted only 
agricultural products. The present Ar- 
kansas law, which was enacted in 1947, 
broadens the list of exemptions to some 
extent. In Ohio, the area of exemp- 
tions is again a broad one, covering some 
20 categories, while in Indiana virtu- 
ally all types of sales are subject to the 
gross income tax. 

It is, of course, a truism that the acts 
which have conferred the broadest areas 
of exemption from sales and use taxes 
have created the most difficult problems 
of enforcement and The 


Ohio act is an outstanding example. It 


collection. 


now contains some 14 categories of sales 
which are specifically exempt from the 
tax. In 


actual area of 


exemption is considerably broadened by 


addition, the 


exceptions to the definition of a retail 
sale. Among these exceptions are those 
where the purpose of the consumer is 
(a) to resell; (b) to incorporate into 
other tangible property, or to use or 


consume in the production of other 


tangible property which is to be sold; 
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(c) to use as security for the perform- 
ance of an obligation of the vendor; 
(d) to use or consume in certain personal 
services; (e) to use or consume as evi- 
dence of 


a contract of insurance; and 


(f) to use or consume in commercial 
fishing. 

It is in the area of exceptions and 
exemptions covering industrial use and 
consumption that the courts in all the 
states have had the greatest difficulty. 
Whether the item in question is to be 
used or consumed directly in the pro- 
duction of tangible personal property 


for sale by manufacturing, processing, 


refining, mining or in the production of 


crude oil and natural gas, farming, 


agriculture, horticulture or floriculture 


becomes a _ distressing and _ involved 
question of fact in practically every sit- 
uation that is at all controversial. The 
courts of Ohio, for example, have been 
dealing with this sort of statutory langu- 
age for some 20 years with a singular 
lack of success in settling the issue. 

Che courts have had equal difficulty 
in their attempts to determine when an 
item is “used directly in making retail 
sales,” or is “used directly in the rendi- 
tion of a public utility service.” These 
are areas which are free of sales taxa- 
tion in many states, either by exceptions 
to the definition of what constitutes a 
sale, or by specific exemption. Again, 
Ohio may be cited as an example in 
which courts have been entangled for 
years in an effort to apply a statute, 
which seems more vague and indefinite 
with each interpretation. 

One point is, of course, that it is 
dificult if not impossible to cover the 
exemptions from taxation in a wide 
range of activities with one definition 
for all the types of activities which are 
involved. The making of a sale at re- 
tail is a completely different sort of 
activity from rendering a public utility 
service. It is dificult to understand how 
a legislature could apply the same defi- 
nition of taxability in both situations. 

\ second point is that by applying 
the same tests of taxability to widely 
different types of activities the courts 
have become confused about the areas 
in which the particular test of exemp- 
tion should be applied. 

Chis statutory vagueness in defining 
what shall constitute a retail sale and 
what is excepted or exempted from tax- 
ation is true of the language found in 
the majority of the state statutes im- 
posing sales and use taxes. In Oklahoma, 


for example, the statute lists a series of 


about 20 exemptions, somewhat com- 
parable to the exemptions and excep- 
tions under the Ohio statute, but with 
even more summary treatment so far as 
the statutory language is concerned. In 
Colorado the statute, while purporting 
to tax all retail sales other than that 
sold for resale, then proceeds to list 
some 20-odd areas of exempt sales in a 
series of sections analogous to the Okla- 
homa statute. Needless to say, the ad- 
ministrative agencies and the courts in 
these states have had endless difficulty 
in attempting to apply the exemptions. 

In conclusion it should be observed 


that in those states where sales and 


use taxes have become - substantial 


sources of revenue, the primary concern 


Sales and use taxes «+ 209 


of the administrative officials has been 
with regard to exemptions. This has 
become increasingly so in the years 
since 1945, virtually all those 
states have been forced into greatly ex- 
panded governmental functions with no 
corresponding expansion of the sources 
of revenue. Definite efforts are being 
made by the tax administrators in many 


when 


states either to reduce greatly the areas 
of exemption or to eliminate them al- 
together, in favor of a reduction in the 
rate of taxation. It would appear, there- 
fore, that unless the imponderable argu- 
ments of take 
over, the virtual elimination of exemp- 


political consideration 


tions in this area may win out in the 
race with uniformity. x 





End-use test for dolomite depletion in- 
valid (1939 Code) {Acquiescence|. The 
Code allows 10% depletion for dolomite 
and 5% 


for limestone and calcium car- 
The took the 
position that the three are chemically in- 


bonate. Commissioner 
distinguishable and that end use deter- 
mines which amount is allowable. The 
court finds that Congress used the word 
in its ordinary meaning and that legis- 
lative history showed that a specific pro- 
vision (as for dolomite) should super- 
sede a general (as for rock, calcium car- 
bonate or limestone). [The 1954 Code 
provides for an end-use test in determin- 
ing whether dolomite is depleted at 5 
to 15%. Ed.] Virginian Limestone, 26 
TC 553, acq. IRB 1957-25. 


End-use test not applicable in deter- 
mining percentage depletion for do- 
lomite (1939 Code). In accordance with 
its acquiescence in Virginian Limestone, 
26 TC 553, (above), any limestone rock 
which has a magnesium carbonate con- 
tent of 35% or higher will be treated as 
dolomite and entitled to percentage de- 
pletion at a flat rate of 10%. Limestone 
rock 


35% of the magnesium carbonates will 


which does not contain at least 
continue to be classified on the basis of 
the end-use test. Rev. Rul. 57-288. 

“Chemical grade” limestone distinguish- 
ed from calcium carbonate; higher deple- 
tion rate allowed (old law). In 1950 and 
1951, engaged in the 
quarrying and processing of limestone. 


taxpayer was 
The court agrees with taxpayer that the 
processes of original quarrying, crush- 
ing, heat treatment to remove moisture, 


and pulverization, which taxpayer ap- 
plied to arrive at its product were “or- 
dinary treatment 


processes” normally 


applied to obtain such commercially 


marketable product. ‘Taxpayer  con- 
tended that its product was “chemical 
grade” limestone, and that the statutory 
depletion rate of 15% applied, whereas 
the Commissioner argued that the prod- 
uct was pure calcium carbonate for 
which the statutory depletion rate was 
10%. The court said that under the gen- 
eral understanding of the 


term, tax- 


payer's product was chemical grade 


limestone and entitled to 15% deple- 
tion. It again rejects the end use test as 
it did in Virginian Limestone, 26 TC 
553. [The Commissioner has acquiesced 
in Virginian Limestone. Apparently, the 
argument here is inconsistent with ac- 
quiescence.—Ed.| Iowa Limestone Co., 


28 TC No. 96. 


Must have economic interest in the 
mineral to claim percentage depletion. 
Taxpayers acted as one of several con- 
tractors who did the actual mining for a 
coal land holder. Taxpayers mined coal 
and delivered it at a prearranged price 
for further processing. Taxpayers’ only 
investment was in movable machinery 
and the costs of opening and operating 
the mine. It had no right to mine a 
fixed quantity of coal or coal in a fixed 
location and the contract was termin- 
able by either party at will. The court 
holds that taxpayers were paid for serv- 
ices and did not acquire an economic 
interest in the mineral, hence they are 
not entitled to a percentage depletion 
allowance. Stilwell, DC Va., 5/23/57. 
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LoBue-ty pe tax may hit partner who gets 


capital share for services: a warning 


_ MEN ARE STILL worried about the 
application of the LoBue rationale 
to partnerships and see a tax trap here 
for the unwary partner. Philip LoBue 
was, of course, a corporate employee. 
He was taxed at ordinary income rates 
on his bargain purchase of stock of the 
employer under a stock option plan, 
and the Supreme Court grounded its 
opinion on the finding that the bargain 
was compensation. What is the position 
of a partner given an interest for ser- 
When is it 
interest 


vices? income? How is the 


valued? Can other partners 
take a deduction? 

Can a partnership give service part- 
ners an interest in the business without 
disastrous tax consequences? The Code 
has elaborate provisions to permit cor- 
porations to bring executives in through 
the use of stock options, but it is silent 
on how a partnership can achieve the 
same end. 

Typically, this problem arises in part- 
nerships holding mineral interests, al- 
though it is by no means confined to 
them. Any partnership holding valu- 
able properties, unable or unwilling to 
incorporate, and forseeing the possibility 
that the partners are going to realize 
their gains as capital gains on sale of 
their interests of the properties, may 
well be faced with the problem of how 
to give partners who have made no in- 
vestment an interest in the partnership 
capital. 

Section 721 of the Code says merely 
that “no gain or loss shall be recognized 
to a partnership or to any of its part- 
case of a 

the 


ners in the contribution of 


property to partnership in ex- 
change for an interest in the partner- 
ship.” The Regulations, however, take 
the position that this does not apply to 
a contribution of services. They provide, 
in Section 1.721-1(b)(1), that “normally, 
under local law, each partner is entitled 


to be repaid his contributions of money 
or other property to the partnership (at 
the value placed upon such property by 
the partnership at the time of the con- 
tribution) whether made at the forma- 
tion of the partnership or subsequent 
thereto. To the extent that any of the 
partners gives up any part of his right 
to be repaid his contributions (as dis- 
tinguished from a share in partnership 
profits) in favor of another partner as 
compensation for services (or in satis- 
faction of an obligation), Section 271 
does not apply. The value of an inter- 
est in such partnership capital so trans- 
ferred to a partner as compensation for 
services constitutes income to the part- 
ner under Section 61. The amount of 
such income is the fair market value of 
the interest in capital so transferred, 
either at the time the transfer is made 
for past services, or at the time the 
services have been rendered where the 
transfer is conditioned on the comple- 
tion of the transferee’s future services. 
The time when such income is realized 
depends on all the facts and circum- 
stances, including any substantial re- 
strictions or conditions on the compen- 
sated partner’s right to withdraw or 
otherwise dispose of such interest.” 


Taxation Section proposals 


At the recent meeting of the Section 
of Taxation of the American Bar Asso- 
ciation, the Committee on Partnerships 
made for changes 
which were the subject of considerable 
discussion on the floor. (See box.) This 


some suggestions 


year, the Committee proposed specific 
provisions covering the determination of 
such income. In 
addition, the Committee proposed an 
exception te the general rule that such 
an interest is income. However, the Sec- 
tion did not act on this proposal. 

In 1956, they had proposed the excep- 


and accounting for 


tion of services rendered in the develop- 
ment of mineral properties of the part- 
nership. This year the exception they 
that of 
any interest acquisition of which would 


proposed was much _ broader: 


not be the receipt of income under the 
general definition of income in Section 
61(a). 

Here’s how the Committee explained 
its proposal: “At the 1956 Annual Meet- 
ing of the of this 
committee submitted a legislative recom- 
mendation 


Section Taxation, 


for Section 


721 which specifically provided for the 


amendment of 
taxation of income to a partner who 
received a Capital interest in a partner- 
ship in consideration for his services. 
The amendment reflected the provisions 
of the Regulations (Section 1.721-1(b)(1)) 
that Section 721 does not apply to the 
extent that an interest in partnership 
capital is obtained by a partner as com- 
pensation for services and not in ex- 
change for a contribution of property 
to the partnership. The legislative re- 
commendation provided that the rule 
would not apply to the extent such 
capital interest was acquired in whole 
or in part as the result of services rend- 
ered in the development of mineral 
properties of the partnership. The ex- 
ception was intended to produce the 
same tax result whether mineral prop- 
erties were developed in a partnership 
or some other business arrangement. 
After a vigorous debate, the Section re- 
ferred the matter back to the Committee. 

“The has 
this matter and renews its legislative 


Committee reconsidered 


recommendation with, however, a some- 
what broader exception. Such a legisla- 


tive amendment is warranted in the 
interest of sound tax administration 
and may forestall statutory changes 


which could have the undesirable effect 
of taxing an interest in profits received 
as compensation for services as well as 
a Capital interest received as compen- 
sation. The exception to the proposed 
rule, however, should not be confined 
to mineral properties inasmuch as the 
same problem may arise in non-mineral 
activities. The fundamental purpose of 
the exception is to preclude taxation 
where the interest acquired by the ser- 
vice partner would not have been tax- 
able if such 
been acquired under circumstances not 


income an interest had 
constituting a partnership. The excep- 
tion is intended, for example, to con- 
form the partnership provisions with 


existing rulings and case law with re- 
spect to the development of mineral 
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properties. Consequently the same treat- 
ment will prevail whether the develop- 
ment of the properties is in a partner- 
ship or under an arrangement that does 
not constitute a partnership. 

\ further change in the legislative 
recommendation as presented at the 
1956 the 
respect to a 


Annual Meeting of Section 


of Taxation occurs with 
capital interest transferred as compensa- 
tion for services where the capital inter- 
est transferred is subject to conditions 
or restrictions at the time of such trans- 
fer. If the conditions or restrictions are 
sufficiently onerous, there may be no 
income realized by the partner receiv- 
ing the capital interest as compensation 
for services at the time said capital is 
transferred to him. Correspondingly, no 
deduction would be allowed to the other 
the transfer 
of the capital interest subject to such 
The 


uncertain as to the time of realization of 


partners at the time of 


conditions or restrictions. law is 
restric- 
tions are later removed. There may be 


income when the conditions or 


value 
from the date that the capital interest 


a considerable appreciation in 


was transferred to the service partner 
subject to conditions or restrictions and 
the time of either removal of such con- 
ditions or restrictions or the realization 
of gain by the service partner through 
sale or retirement of the capital inter- 
est acquired for services. In order to 
prevent the appreciation in value of the 
capital interest which occurred after the 
transfer of the capital interest from be- 
ing included in the measure of income 
to the service partner (and in the 
measure of deduction by the other part- 


ners), it is proposed to limit the amount 


of income realized by the service part- 


ner and the amount of the deduction 
allowable to the other partners to which- 
ever is the lesser of (A) the fair market 
value of the capital interest at the time 
transferred if it had not been subject 
to conditions or restrictions or (B) the 
the 


dered or to be rendered by the service 


fair market value of services ren- 
partner. 

. Where a partner is taxable upon 
receipt of a capital interest for services, 
the amendment allows an equivalent 
the 


would 


deduction to other partners if a 


deduction have been allowable 
if cash had been paid for such services. 
The the 


other partners also requires a provision 


allowance of a deduction to 


to treat the transfer of the interest to 
the service partner as a sale or exchange 


by the transferor partners. 
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THE COMMITTEE on Partnerships of 
the Section of Taxation of the Amer- 
ican Bar Association proposed the 
following sub-section to be 
added to Section 721: Caprrat INTER- 
EST TRANSFERRED FOR SERVICES: GEN- 
FRAL RuLe.—If a partner acquires an 


new 


interest in the capital of a partner- 
ship in exchange, in whole or in 
part, for his services—(A) no gain 
or loss shall be recognized to the 
partnership; (B) an amount equal to 
the fair market value of the interest 
in the partnership capital acquired 
in consideration for services shall be 
included in the gross income under 
Section 61(a) of the partner receiv- 
ing such capital interest; (C) there 
shall be allowed as a deduction under 
Section 162(a) to the other partners a 
total amount equal to the amount 
includible in gross income under sub- 
paragraph (B) of the partner receiv- 
ing such capital interest, providing 
such amount would have been de- 
ductible had it been paid by them in 
money, and (D) the other partners 
shall be considered to have sold, for 
an amount equal to the deduction 
allowed them under subparagraph 
(C), a portion of their capital inter- 
ests in the partnership, and gain or 





ABA PROPOSAL ON INTEREST FOR SERVICES 


loss on such sale or exchange shail 
be determined as provided in Section 
741 and Section 751(a). 

LIMITATION RULE.— 
If an interest in the capital of a 
partnership — is 
change, in whole or in part, for the 


ON GENERAL 


transferred in ex- 
services of a partner subject, at the 
time of such transfer, to conditions 
or restrictions, in no event shall the 
amount 


included in income or al- 


lowed as a deduction pursuant to 
paragraph (1) exceed whichever is 
the lessor of—(A) the fair market 
value of the capital interest at the 
time transferred, in whole or in part, 
as compensation for services if such 
capital interest had not been subject 
at the 
time of such transfer, or (B) the fair 
market value of the services rendered 


to conditions or restrictions 


or agreed to be rendered as consid- 
eration for the transfer, in whole or 
in part, of such capital interest in the 
partnership. 
EXxcEPTION.— This shall 
not apply to the extent that the ac- 


subsection 


quisition of an interest in the prop- 
erties of the partnership for such 
services, under circumstances not re- 
lating to a partnership, would not be 
taxable under Section 61(a). 








“The capital interest acquired by the 
compensated partner may have substan- 


tial conditions or restrictions on _ its 


withdrawal or disposition. Such condi- 
the 
income and also the fair 


tions or restrictions affect time of 


realization of 


market value of the property received. 
It is contemplated that such restrictions 
and conditions are to be taken into ac- 
count, under the proposed amendment, 
in determining the time and amount of 
the income realized.” ¥ 





Capital gain on sale of deficit capital 
account to partner. Taxpayer's basis for 
his interest was zero and since he had 
withdrawn more than his capital and 
share of the profits of the partnership 
his account showed a deficit when he 
sold his partnership interest to his part- 
ner for cash. [The Ruling is not clear 
on the point but apparently taxpayer 
was one of two partners.—Ed.] The 
deficit was forgiven. The Ruling notes 
that the partnership owned no un- 
realized receivables or appreciated in- 
ventory and that therefore Section 751 
(which would treat proceeds allocable to 
such assets as ordinary income) was in- 
applicable. The cash received for the 


sale of the interest is capital gain as 
provided by Section 731: “In case of a 
distribution by a partnership to a part- 
ner ... gain shall not be recognized . . . 
except to the extent that any money 
distributed exceeds the adjusted basis 
of such partner’s interest in the part- 


nership Any gain recognized 
under this subsection shall be _ con- 


. from the sale... 
of the partnership interest 


sidered as gain 
In ac- 
cordance with the Regulations, Section 
1.731-1(3)(2) the the 


obligation to repay the deficit is also 


cancellation of 


treated as a distribution by the partner- 
ship and a capital gain. Rev. Rul. 57- 
318. 
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VELOPMENTS IN TAX ASPECTS OF 





What is the difference between costs 


and expenses for tax 


A S SAD EXPERIENCE in many parts of 


the world shows, it is impossible to 
have a just and productive income tax 
without universally used and highly de- 
veloped accounting techniques. In this 
country, fortunately, the two grew to- 
gether and it is impossible to say which 
But their 
developments have been far from paral- 
lel. 
Consider terminology, 


was cause and which effect. 


for instance. 
The amendment had to be adopted, the 
first statutes written and _ regulations 
drafted, all in accounting terms at a 
time when little attention had been paid 
by professional accountants to just 
what the terms meant. Indeed, for one 
reason or another, development of au- 
thoritative standards of terminology has 
been very slow. 

In recent years, the Committee on 
Terminology of the American Institute 
of Certified Public Accountants has been 
working on the difficult task of defining 
Their Bulletin No. 


4, defining cost, expense and loss (set 


fundamental terms. 


out in the adjacent box) came to us at 
about the same time we were reading 
an excellent study of the meaning of 
these words in the Code, prepared by 


the editors of the Minnesota Law Re- 
view (41 Minn. L. Rev. 368). 
The accountants’ bulletin is in ac- 


cord with the modern trend toward ob- 
literating the distinction between vari- 
ous hierarchies of costs—of manufacture, 
But there is 
the 
that only income can be taxed—there are 


of sale, of administration. 
firmly imbedded in the law idea 
certain costs which under the Constitu- 
tion must be allowed, whereas expenses 
are a matter of grace of Congress. The 
courts are forced to draw a line between 
them, and they have not found it easy. 

The particular case which attracted 
the attention of the Minnesota editors 
was that of a bookmaker who, a jury 


purposes? 


had found, had $600 gross income and 
failed to file a return. The precise ques- 
tion was whether the Government’s evi- 
dence of some $22,000 paid to him by 
losing bettors who recovered on $17,000 
was sufficient proof of gross income over 
$600, or did the Government have to 
show that he had a net of $600 after 
payment to winning bettors? (Winkler, 
230 F. 2d 766 (Ist Cir. 1956)). The court 
held (with one judge dissenting), that 
the conviction was in error. The Gov- 
ernment had not proved he had gross 
income of $600; Congress cannot deny 
a bookmaker the right to subtract los- 
ing bets from winning bets in each race 
for the purpose of determining gross in- 
come. Losing bets are equivalent to cost 
of goods sold because they represent 
necessary and inevitable payments in 
each race. 

“The specific issue in this case,” the 
editors said, “that of defining ‘gross 
income’ as used in Code sections fixing 
reporting requirements, is a segment of 
the more fundamental problem of de- 
fining that ‘income’ of a business entity 
which is subject to the Federal income 
tax. Under the prevailing interpretation 
of the Sixteenth Amendment, only re- 
ceipts in excess of capital outlay are 
said to constitute ‘income.’ The Winkler 
decision is based in part on the hypo- 
thesis that for a business activity the 
‘cost of goods sold’ is equivalent to ‘re- 
turn of capital’ and must be deducted 
from receipts in the computation of 
income which Congress can tax. While 
this limitation is not explicit in the 
Sixteenth Amendment, it is supported 
by the Treasury Regulations that inter- 
pret the Internal Revenue Code. The 
Regulations subtract ‘cost of goods sold’ 
from total sales in the computation of 
‘gross income from business.’ Although 
they do not expressly classify cost of 
goods sold as return of capital, it would 


seem that this can be inferred from an- 
other Regulation which, in effect, de- 
fines ‘gross income’ as gross receipts less 
return of capital and income that is 
exempt from taxation. 

“The courts have indicated that they 
equate a business’ cost of goods sold to 
return of capital in cases involving the 
taxpayers’ right to reduce gross income 
by the portion of the cost of goods sold 
which is in excess of ceiling prices. How- 
ever, these decisions avoided interpreta- 
tion of the Sixteenth Amendment and 
turned instead on whether Congress had 
exercised its power to provide civil sanc- 
tions to enforce its laws. Thus the Wage 
Act of 
government officials to disregard pay- 


Stabilization 1942 empowered 
ments in violation of the Act in deter- 
mining costs and expenses for the pur- 
poses of other laws and regulations. As 
a result, the disaliowance of direct labor 
costs—commonly recognized as a cost of 
goods sold—was upheld under the Act. 
On the other hand it was held that the 
Commissioner could not disregard the 
O.P.A. 


goods acquired for resale where the 


cost, in excess of ceilings, of 
applicable act did not contain such a 


sanction. 


Cost as return of capital 


“If the ‘cost of goods sold’ of a busi- 
ness is to be equated to ‘return of capi- 
tal,” which by hypothesis Congress can- 
the Sixteenth 
ment, the elements of ‘cost of goods sold’ 


not tax under Amend- 
must be distinguished from those out- 
lays constituting business expenses that 
deductions 
come only by legislative grace. The basic 
problem is that it is dificult to make a 
between 

‘costs’ and business ‘expenses.’ 


are allowable as from. in- 


business 
Where 
the assets are purchased and resold by 


logical distinction 


a merchant without a substantial change 
in form, it may perhaps be said that the 
cost of goods sold constitutes a capital 
outlay which is logically distinguishable 
from the merchant’s operating expenses. 
But for agricultural or manufacturing 
enterprises where the goods sold are pro- 
duced from raw materials and_ labor, 
the logic of a distinction between ‘costs’ 
which must be recovered from receipts 
before there is ‘income’ which Congress 
has the power to tax, and ‘expenses’ 
which Congress can allow or disallow at 
its pleasure, is questionable indeed. 
“There seems to be no economic re- 
ality in a constitutionally required dis- 
tinction between sums spent by a man- 
ufacturing corporation to pay an as- 








seml 
mat 
to } 
to I 
pure 
han 
of g 
But 
capi 
reve 
proc 
cou] 
as n 
if tl 
And 
renc 
limi 
whi 
goo 
and 
keti 
not 
that 
goo 
tion 
curr 
the 
indi 
ance 
goo 
ther 
of t 
this 
they 

“] 
subj 
ary 
acct 
and 
typ¢ 
that 
thes 
like 
“ee 
mol 
zing 
dete 
tute 
soul 
‘sol 
was 
con 
pen 
wer 
cou 
rep 
pay 
wag 
and 
hav 
me! 


pre ) 





m an- 
t, de- 
ts less 


lat is 


t they 
Id to 
ig the 
1come 
s sold 
How- 
preta- 
t and 
ss had 
Sanc 
Wage 
wered 
pay- 
deter 
pur- 
is. As 
labor 
ost of 

Act. 
it the 
d the 
xs, ol 

the 


uch a 


busi- 
capl- 
; can- 
nend- 
; sold’ 
out- 
; that 
n in- 
basic 
ake a 
siness 
Vhere 
Id by 
hange 
it the 
apital 
hable 
enses. 
uring 
4 pro- 
labor, 
‘costs’ 
ceipts 
ngress 
enses’ 


OW at 


d dis- 
man- 


nh as 


~_— 











sembly line worker or to purchase raw 
material on one hand, and expenditures 
to pay the salary of the sales force or 
to pay interest on money borrowed to 
purchase the raw material on the other 


hand. The former are regarded as costs 


»f goods sold and the latter as expenses. 
But all of these expenditures represent 
capital outlay necessary to produce the 
revenue that the corporation receives for 
products it manufactures and sells. Re- 
coupment of one type of expenditure is 
as necessary as recoupment of the other 
if there is to be a ‘return of capital.’ 
And the same reasoning would seem to 
render questionable a _ constitutional 
limitation on the Federal taxing power, 
which distinguishes between the cost of 
goods acquired by a business for resale 
and the equally important costs of mar- 
keting the goods. 


“The 


notwithstanding, it 


tenuousness of the distinction 
seems fairly clear 
that the courts will regard the cost of 
constitu- 


goods acquired for resale as 


tionally different from expenses in- 
curred in marketing the goods. However, 
the Tax Court, although criticized, has 
indicated that it will permit disallow- 
ance of the direct costs of producing 
goods sold, at least to the extent it finds 
them unreasonable. While the position 
of the appellate courts is not clear on 
this point, there are indications that 
they will take the opposite view. 

‘In determining what receipts are 
subject to a tax on ‘income,’ the judici- 
ary is no doubt influenced by traditional 
accounting concepts and common usage 
and understanding. For the unusual 
type of profit-making activity such as 
that involved in the bookmaker’s case, 
these criteria afford little aid. This court 
likened the professional bookmaker | to 
a merchant selling chances to win 
money. This pattern of approach—analy- 
zing the nature of 


g the operation to 
determine what part of receipts consti- 
tute return of capital—is probably 
sound. But because there was nothing 
‘sold’ in the normal business sense, there 
was no place to draw the traditional 
conceptual line between 'costs’ and ‘ex- 
penses.” The losing bets in each race 
were said to be costs which must be re- 
couped as return of capital since they 
represented necessary and_ inevitable 
payments that induced the customers to 
wager, sustained the entire operation, 
and without which the operation could 
have produced no receipts. This argu- 
that 


proves too much, for if the test of con- 


ment seems to be one of those 


stitutionally protected ‘return of capital’ 
is whether the expenditure is necessary 
to sustain the operation, every expense 
of the ideally managed business could 
the 
adopted a net income approach. 


qualify. Thus court, in effect, 

“It is significant that the dissenting 
judge made the same analysis of the 
did the 


majority, and was also unable to draw 


nature of the operation as 


Tax aspects of accounting + 213 


expenses because of the unusual type 
of ‘sale.’ Yet while the dissenter did not 
advocate a gross receipts approach, he 
reached that result for the bookmaker’s 
operation by looking to the unit of 


‘sale. Thus if a casual investor 


stock 
profit and the other at a loss, the loss 


owns 
two blocks of and sells one at a 
is not required by the Sixteenth Amend- 
ment to be set off against the gain to 





the traditional line between costs and determine gross income; and so, the 
HOW ACCOUNTANTS DEFINE COST, EXPENSE AND LOSS 
ACCOUNTING TERMINOLOGY BULLETIN  penses, in the broad sense of that 


No. 4, prepared by the Committee on 
Terminology of the AICPA says: 
“Cost is the amount, measured in 
money, of cash expended or other 
stock 
issued, services performed, or a lia- 


property transferred, capital 
bility incurred, in consideration of 
goods or services received or to be re- 
ceived. Costs can be classified as un- 
expired or expired. Unexpired costs 
(assets) are those which are applicable 
to the production of future revenues. 
Examples of such unexpired costs are 
inventories, prepaid expenses, plant, 
investments, and deferred charges. 
Expired costs are those which are 
not applicable to the production of 
future revenues, and for that reason 
are treated as deductions from cur- 
rent revenues or are charged against 
retained earnings. Examples of such 
expired costs are costs of products or 
other assets sold or disposed of, and 
current costs 


expenses. Unexpired 


may be transferred from one classi- 
fication to another before becoming 
expired costs as above defined, e.g., 
depreciation or insurance on plant 
may be included in unexpired costs 
ascribed to inventories. 

“Expense in its broadest sense in- 
cludes all expired costs which are de- 
revenues. In income 


ductible from 


statements, distinctions are often 
made between various types of ex- 
pired costs by captions or titles in- 
cluding such terms as cost, expense, 
or loss, e.g., cost of goods or services 
sold, operating expenses, selling and 
administrative expenses, and loss on 
sale of property. These distinctions 
seem generally useful, and indicate 
that the the 


expense refers to such items as oper- 


narrower use of term 
ating, selling or administrative ex- 
penses, interest, and taxes. 

“Loss is (1) the excess of all ex- 





word, over revenues for a period, or 
(2) the excess of all or the appropri- 
ate portion of the cost of assets over 
related proceeds, if any, when the 
items are sold, abandoned, or either 
wholly or partially destroyed by casu- 
alty or otherwise written off. When 
losses such as those described in (2) 
above are deducted from revenues, 
they are expenses in the broad sense 
of that term. 

“The 


when appropriate in describing the 


term cost should be used 
basis of assets as displayed in _bal- 
ance sheets, and properly should be 
used in income statements to describe 
such items as cost of goods sold, or 
costs of other properties or invest- 
ments sold or abandoned. 

“While the term expense is useful 
in its broad and generic sense in dis- 
cussions of transactions and as a gen- 
eral caption in income statements, its 
use in financial statements is often 
appropriately limited to the narrower 
sense of the term. .. . In any event, 
items entering into the computation 
of cost of manufacturing, such as 
material, labor, and overhead, should 
be described as costs and not as ex- 
penses. 

“The term Joss should be used in 
reference to 


financial statements in 


net or partially net results when 
appropriate in place of the term in- 
come or profit . . . . In such cases 
the term should generally be used 
with appropriate qualifying adjec- 
tives. It should also be used in de- 
scribing results of specific transac- 
tions, generally those that deal with 
disposition of assets. The use of the 
term in the latter type of cases is 
believed desirable since it distingu- 
ishes them from more normal ex- 
penses of a recurring type which are 


generally shown in gross amounts.” 











214 *¢ The Journal of Taxation 


argument goes, each wager made by a 
professional bookmaker is a separate 
‘sale’ unrelated to the others and _los- 
ing wagers are not required to be set 
off against winning wagers, either in 
each race, or, as the majority suggested 
without deciding, over the annual ac- 
counting period. 

“It may be argued that the analogy 
book- 
maker is a poor one or that the court 


between the merchant and the 
divided only over the ‘unit of sale’ point, 
Winkler 


case was reasoned would seem to point 


but the manner in which the 


up the fundamental fallacy of a dis- 


tinction between business ‘costs’ and 
business ‘expenses’ for determining Six- 
teenth Amendment income. 

“The elimination of the distinction 
would force a choice between gross re- 
ceipts and net income as the Sixteenth 
Amendment limitation on ‘income’ from 


business operations. If both choices ap- 
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pear offensive, these factors should be 
considered: First, as a practical matter, 
it is most unlikely that Congress will 
ever enact a statute exacting a general 
graduated tax on either gross receipts 
or gross income from business activity 
with no provision for offset of expenses 
or costs incurred in earning the in- 
come. Thus the operative effect of de- 
fining business income as gross receipts 
would be to permit the disallowance of 
some ‘cost’ items for policy reasons just 
as some ‘expense’ items are now disal- 
lowed. Second, it is reasonable to argue 
either that Congress should have no 
power to deny the right to set off all 
necessary expenditures against business 
receipts, or that Congress should have 
the power to deny the right to set off 
any necessary expenditures for policy 
reasons; but it does not seem reasonable 
to insist that some necessary expendi- 
tures are sacrosanct and others not. 


When can the pre-1954 150% declining 


balance method be used? 


pei LETTERS from readers indicate 
that some revenue agents have 
questioned the continued use of the 
1939 Code 150% 
method of depreciation. The recent is- 


declining balance 


sue of Rev. Rul. 57-352 (IRB 1957-31, 
8/5/57), makes it quite clear that the 
150%, declining balance method may 
continue to be used for new or used 


tangible property acquired prior to Jan- 
1954, 
property acquired after December 31, 


uary |, and for used tangible 
1953, provided such method results in 
a reasonable allowance for depreciation. 

The question may be asked also as to 
the use of the 150% declining balance 
method for new tangible property ac- 
December 31, 1953. The 
new Ruling states that IT 3818, Cum. 
Bull. 1946-2, 42, provided for the use 
of the 


quired after 


declining balance method of 
computing depreciation if it were regu- 
larly used in keeping the books and 
if it resulted in reasonable depreciation 
and a proper reflection of net income. 
It is then stated that “the application of 
IT 3818 is 
property acquired prior to January l, 


restricted to new or used 
1954, and used property acquired after 
December 31, 1953.” 

While IT 3818 does not specify the 
150% rate, the intention of Rev. Rul. 
57-352 that the 150% 


appears to be 


limitation that was effective under the 
1939 Code (see NHA Release No. 583, 
September 4, 1946) is implied in IT 
3818. Thus the 150% 
IT 3818) is restricted to used property 
acquired after December 31, 1953 and 


rate (as implied in 


not applicable to new property acquired 
after December 31, 1953. Some authori- 
ties (see Income Tax 
Procedure, 36th Ed.) have said that the 
use of the 1939 Code 150% 


so restricted. 


Montgomery’s 


method is 


It could be argued that such a re- 
striction has little practical significance 
200%, 
method can be used for all new prop- 
erty acquired after December 3], 1953. 


since the declining balance 


However, in some jurisdictions such as 
California, it is of more than academic 
interest to have the situation clarified. 
The California law has not been con- 
1954 Federal law and 
contains no provision which will per- 


formed to the 


mit the use of the 200% declining bal- 
ance method. The California Franchise 
Tax Board has taken the position that 
this method, although permitted by 
Federal law, is not allowable for Cali- 
fornia tax However, the 


Board will allow any reasonable method 


purposes. 
of computing depreciation, including 
the 150% declining balance method as 
applied under the 1939 Federal Code. 


Thus some of the advantages in using 
200% declining balance depreciation for 
Federal purposes may be more than off- 
set by the accounting complications in- 
volved in keeping two sets of deprecia- 
tion records in order to meet the Cali- 
fornia franchise tax requirements. Un- 
der these circumstances the use of the 
150% declining balance method may be 
preferred for new assets acquired after 
December 31, 1953. 

It is our opinion that the intention 
Rev. Rul. 57-352 is merely to permit 


the continued use of 150% 


method for 
used assets acquired after December 31, 
1953 without in any way denying the 
use of the 150% rate for new assets. 
While IT 3818 and the old 150% 
method is restricted by the new Ruling 
to used assets, the 150% rate could still 
be utilized in accordance with Section 
167(b)(2), since the 150% rate would 
not exceed the 200% allowed under the 
new rule in the 1954 Revenue Code. 
This conclusion is based on the fact 
that Section 167(a) of the 1954 Code was 
taken directly from Section 23(1) of the 
1939 Code. The old rules on deprecia- 
tion including IT 3818 and the accept- 
ance of the 150% declining balance rate 
are still applicable to assets covered by 
Section 167(a) but not covered by Sec- 
tion 167(b). This is made clear in Rev. 
Rul. 57-352. In Rev. Rul. 
57-352 liberalizes the old rules by per- 


addition 


mitting the use of the 150% declining 


balance method “regardless of the 
method of computing depreciation em- 
ployed for other depreciable property.” 
Under the prior Regulations _ this 
method could be used only if applied 
consistently to all property of the same 
type or class, and a change to this 
method from another was considered to 
be a change of accounting method re- 
quiring approval of the Commissioner. 
Section 167(b) providing for accele- 
rated depreciation for new assets with 
a life of three years or more is new 
in the 1954 Code. The old depreciation 
rules are not applicable to those assets. 
However, Section 167(b)(2) permits de- 
clining balance depreciation not ex- 
ceeding 200%. 
Rul. 


balance 


Based on this analysis of Rev. 
57-352, the 150% declining 
method may be utilized for new or used 
tangible property 
January 1, 


acquired prior to 
1954, and for used property 
acquired after December 31, 1953, and 


may also be utilized for new assets ac- 


quired after December 31, 1953 under 
Section 167(b)(2) of the 1954 Code. 











Can't 
paid 

ment. 
fathe: 
worke 


coal | 
and | 
part 

Althe 
short! 
liabil 
assur 
main 
and | 
tion 

agree 
brouy 
mism 
the b 
ment 
tax pi 
old 

claim 
The 
ducti 
the s 
a los 


ment 


Lice 
capil 
oper 
the | 
after 
ever, 
stock 
sales 
The 
duct 
ture 
tion 
Ten 


No « 
orde 
Tax 
tion 
men 
givi 
righ 
pay 
som 
Sup 
new 
frar 
trac 
exc 
a lo 


Th 





using 
n for 
1 off- 
s in- 
"ecia- 
Cali- 
Un- 
the 
iy be 


after 


ition 
rmit 
1 for 
r 31, 
the 
ssets. 
50% 
iling 
still 
tion 
ould 
the 


fact 
was 
the 
ecia- 
rept 
rate 
l by 


Rul. 
per- 
ning 
the 
em- 
rty.” 
this 
vlied 
ame 
this 
d to 
l re 
el 
C¢ le- 
with 
new 
tion 
SETS. 
de- 


e€x- 


Rul. 
ance 
used 

to 
erty 


and 


ider 




















ew accounting decisions this month . 


Can't deduct release of claim for un- 
paid salary; was part of estate settle- 
ment. For many years prior to their 
father’s death in 1925, taxpayers had 
worked in their father’s unincorporated 
coal business. They were credited with, 
and paid income tax on, salaries only 
part of which they actually withdrew. 
\lthough the business was incorporated 
shortly before the father’s death, the 
liability for the unpaid salaries was not 
assumed by the corporation but re- 
mained as an obligation of the father, 
and later of his estate. There was litiga- 
tion over the will, and a 1930 family 
agreement settling it, and a 1942 suit 
brought by taxpayers’ sisters charging 
mismanagement of the corporation by 
the brothers and finally in 1946 a settle- 
ment in which, among other things, the 
taxpayers cancelled their claim for the 
old unpaid salary accounts. They 
claimed a deductible loss in that year. 
The Tax Court holds they are not de- 
ductible; the cancellation was part of 
the settlement of the estate; it was not 
a loss incurred because of the manage- 
ment suit. Dietz Estate, TCM 1957-116. 


License suspended; standby costs are 
capital, not deductible. Taxpayer had 
operated a licensed business (nature of 
the business not specified) prior to and 
after the year here in issue. In 1947 how- 
ever, he had no license, he returned his 
stock to the wholesaler and made no 
sales. He did incure rent and other costs. 
These, the court holds, he may not de- 
duct in 1947. These costs are in the na- 
ture of a capital investment in prepara- 
tion for future Penton, DC 
Tenn., 7/1/57. 


business. 


No deductible loss when Supreme Court 
ordered AP to admit all newspapers. 
Taxpayer had purchased assets of func- 
their 
memberships in the Associated Press, 


tioning newspapers including 


giving the corporation an_ exclusive 
right to AP services in its area. Tax- 
payer’s cost for the AP franchises was 
$82,000. In 1945, following the 


Supreme Court decision that giving one 


some 


each area an exclusive 
illegal 


trade, the wire service discontinued its 


newspaper in 
franchise was an restraint of 
exclusive feature, and taxpayer claimed 
a loss of the $82,000 basis of its franchise. 
The court finds no difference between 


this case and three others in which it 
denied such a deduction. Taxpayer con- 
tinues to use AP; at most there was a 
diminution in value but no realized loss. 
Star-Journal Publishing Corp., Ct. Cls. 


7/12/57. 


Contingent fee not deductible until 
settlement effected. In 1952 


agreed to pay a CPA 50% of any reduc- 


taxpayer 


tion he might secure in asserted tax 
deficiencies. She also agreed to pay him 
$2500 on account which was to be in 
full payment if no reduction were se- 
cured. A settlement was effected in 1955. 
The court denies taxpayer an accrual of 
audit fees in excess of $2,500 during 
1952-1954. There was no way of know- 
ing before settlement in 1955 how much, 
if any, reduction would be secured, and 
until then, taxpayer incurred no liabil- 
ity in excess of $2,500. Claimed medical 
expenses were denied for failure of 
proof. Rand, TCM 1957-132. 


Loss denied for year of embezzlement. 
In 1946, taxpayer’s agent deposited in 
his own bank account $30,000 which had 
been remitted to taxpayer by a cus- 
tomer. The fraud was not discovered 
until 1950 when the customer brought 
1953, tax- 
payer paid $20,000 to settle the claim. 
Recovery from the agent was impossible. 


suit for his merchandise. In 


Since the taxpayer was on the accrual 
basis, it filed claim for refund of 1946 
tax. The denial of taxpayer’s claim is 
affirmed. A loss is not inevitably sus- 
tained when embezzlement occurs; resti- 
tution may be made. The court holds 
that $20,000 is properly deductible in 
1953. Ismert-Hincke Milling Co., CA- 
10, 7/11/57. 


CAPITAL GAINS 


Capital loss on reduction of sale price of 
capital assets. In 1947 taxpayers sold 
their interests in a partnership, the ini- 
tial payment to be made in 30 days and 
the balance in three installments during 
1948 and 1950. Later in 1947 taxpayers 
agreed to accept a smaller immediate 
payment in place of the installments due 
in 1948 and 1950. They did this because 
they needed funds for their new busi- 
ness. The Tax Court held 
capital loss relating back to the original 
transaction. This court affirms. Wener, 
CA-9, 3/25/57. 


it was a 
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Bottler has. ordinary income on bulk 
sale of whiskey bought to insure supply. 
Taxpayer, the Boston wholesale and re- 
tail grocer, also operated a whiskey 
bottling plant. It generally contracted 
annually with distillers who delivered 
the whiskey to warehouses 
through the year and taxpayer withdrew 
the whiskey as 1942 it 
adopted the policy of buying all the 
bulk whiskey it could. The dominant 
purpose was to insure supply. All whis- 


bonded 


needed. In 


key was recorded in the same way and 
maintenance costs all treated as inven- 
tory. The court finds as a fact that the 
whiskey was always held as inventory 
for sale in the ordinary course of its 
business. Thus sales in bulk in 1948 and 
1949 resulted in ordinary income. The 
court adds that even if the purpose for 
the holding had changed, as the tax- 
payer claimed, to investment early in 
1948, the tax result would be unaltered. 
A taxpayer’s determination that he is 
no longer holding property for use in 
the business cannot be permitted to 
transmute ordinary income into capital 
and to defeat the intent of Congress 
to tax ordinary business income at or- 
dinary rates. S. §. Pierce Co., DC Mass., 
7/18/57. 


Court will determine whether it’s a lease 
or an installment sale from facts, not 
labels. Taxpayers entered into a “lease 
and purchase option” of a_ business 
building they owned and reported the 
annual proceeds as rental income in 
their income tax returns for a number 
of years. They now file for a refund, 
claiming that the transaction was ac- 
tually an installment sale and thus en- 
titled to capital gain treatment. The 
court finds that the parties intended a 
sale and orders the refund 
Elliot, DC Mont., 6/27/57. 


sought. 


Capital gain on transfer of unpatented 
invention to employer. Taxpayer, an 
employee, had been working in his 
spare time for 15 years to discover a 
method of making multiple copies of 
steel stamps. He finally perfected a steel 
stamping machine, the rights to which 
he assigned to his employer before hav- 
ing it patented. Though the original 
assignment had been lost, the court de- 
termines from other evidence that the 
entire right to make, use and sell had 
been transferred. It was therefore a sale 
and the percentage payments received 
after the transfer are part of the pur- 
chase price for the invention, not royalty 
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income. Accordingly he is held to have 
properly treated the payments as long- 
term capital gain. Speicher, 28 TC No. 
104. 


Patents were held for sale to customers, 
Court finds 
1934 to 1951 
followed the practice of developing an 


income is ordinary. The 


that taxpayer had from 
idea, generally in the medical field, in- 


teresting some manufacturer, joining 
the staff of the manufacturer to develop 
the idea and granting the manufacturer 
an exclusive license. His compensation 
typically was a salary plus royalties. The 
court concludes that the patents were 
held for sale to customers in the ordin- 
ary course of taxpayer’s business and the 
income is therefore ordinary. Lockhart, 


PCM 1957-114. 


Taxpayer not a real estate dealer; sale 
of tracts is capital gain. Taxpayer's 
principal business activity was as a 
mortgage broker. He also held several 
rental properties. In 1946 he acquired 
two adjoining tracts of raw acreage. He 
platted the tracts for residential pur- 
poses and installed some sewer tile, but 
did nothing further towards the sale of 
the property. In 1949 he sold the entire 
The 
court finds that his passive attitude puts 


property in a single transaction. 
him in the category of investor, rather 
than a dealer in real estate. The gain is 
capital. Carruth, DC Tex., 7/26/57. 

Assembling phosphate acreage for sale- 
able parcels is a business; gain on other 
land capital [Acquiescence]. The Tax 
held that cattle 


rancher, timber grower and real-estate 


Court taxpayer, a 


broker realized ordinary income from 
sales of phosphate-bearing acreage 


which, by purchase and options over a 
period of years, he assembled into par- 
cels sufficiently large to attract a cus- 
tomer. However, two other tracts were 
not in any way connected with the busi- 
ness of assembling and selling the phos- 
phate-bearing lands. Gain on these is 
capital. Thomas, 28 TC No. 1, acq. IRB 
1957-29. 


Can use alternative capital gains tax 
though return did not [Acquiescence}. 
Taxpayer’s accountant failed to fill out 
the alternative capital gains tax compu- 
tation; she signed the return and paid 
the higher regular tax. The court holds 
that she is entitled to the benefit of the 
alternative rate. The Code imposes no 
requirement of election and the Com- 
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missioner may not do so. Taylor, 27 TC 
361, acq. IRB 1957-29. 


No bad debt; settlement of $65,000 note 
for $500 was a sale. Taxpayer corpora- 
tion sold the stock of its wholly-owned 
$65,000). 
Shortly thereafter the purchaser told 


subsidiary (which owed it 
taxpayer that he considered the com- 
pany he had bought a failure unless ad- 
ditional money was invested, which he 
would not do with the $65,000 note out- 
standing. He offered $500 to settlement; 
taxpayer accepted, and claimed a $64,- 
500 bad debt loss. The court finds the 
transaction was a sale and the loss is 
therefore capital. The deficiency in this 
case was some $16,000; the sale for $500 
thus cost over thirty times that in tax. 
Von Hoffman Corp., TCM 1957-127. 


Movie rights to Gershwin music were 
sold; gain is capital. Mrs. Gershwin, tax- 
payer here, inherited some of her son 
George’s musical compositions, which 
she transferred to a movie company for 
$150,000. She reserved very limited rights 
in all compositions, special limitations 
in two songs and the right to have a re- 
version of title in any composition not 
used by the movie company. The court 
holds that the transaction was a sale, 
not a license. Taxpayer's gain is capital. 
Gershwin, Ct. Cls., 7/12/57. 


DEPRECIATION 


Lease reasonably certain of renewal; 
lessee’s improvements depreciable over 
physical life. Where stock ownership in 
a lessee by the lessor and/or his family, 
or other circumstance, makes it reason- 
ably certain that a lease can be re- 
newed beyond its stated term, the cost 
of permanent improvements made by 
the lessee should be depreciated over 
their useful lives. Rev. Rul. 57-361. 

Rules outlined for use of 150% declin- 
ing balance method of computing de- 
preciation. For new or used. property 
acquired prior to January 1, 1954, and 
used property acquired after December 
31, 1953, 
ance method of computing depreciation 


use of the 150% 


declining bal- 
is permitted (1) to a new taxable entity 
in an initial return; (2) if permission to 
use such method has been granted by 
the Commissioner; (3) if the method is 
elected in the first return in 
depreciation is sustained; (4) for taxable 
years after December 31, 1953, if the 
method is elected in the first year in 


which 


which the property is subject to de- 
preciation regardless of the methods em- 
ployed for the other depreciable prop- 
erty. [See comment page 214.—Ed.] Rev. 
Rul. 57-352. 


Must amortize leasehold cost over its 
term, not life of building thereon. Tax- 
payer’s partnership acquired a leasehold 
with 97 years to run. At the time there 
was on the land a building with an 
estimated life of 20 years. The court 
holds the leasehold must be amortized 
over the full 97 holds that 
taxpayer may not amortize its cost for 


years. It 


the leasehold over the 20-year remain- 
ing life of the building. Taxpayer had 
not erected the building as its improve- 
ment on a leasehold; it had ‘no de- 
preciable interest in the building. Nor 
could the cost be amortized over 25 
years, though the partnership had the 
right to terminate the lease at the end 
of the 25th, 50th and 75th year by giving 
one year’s notice. The court holds that 
a lease for 99 years with options to 
terminate is not the equivalent of a 
lease for a shorter period with options 
to renew. Dab, 28 TC No. 103. 


Contractor can’t amortize property 


owned by the Government. Taxpayer 
constructed emergency facilities for the 
Government and was reimbursed in 
monthly installments. The court denies 
taxpayer amortization. Though techni- 
cal title was in it, taxpayer did not 
really bear the cost and had no risk 
of loss. This court agrees with Milnor 
(85 F. Supp. 931) that just as only the 
real owner can claim depreciation, only 
he can claim amortization. Lake Erie 


Engineering Corp., DC N. Y., 3/29/57. 


Depreciation and loss on slot machines 


denied. A gambling partnership is 
denied depreciation deductions on slot 
machines having failed to show what 
was paid for the machines, their useful 
life, and the amount allowed or allow- 
able in prior years. A loss occasioned by 
the confiscation and destruction of the 
machines by state authorities is also dis- 
allowed there being no showing that the 
machines had any basis to the partner- 
ship. Delsanter, 28 TC No. 94. 


WHAT IS INCOME 
Accounts in relatives’ names were tax- 


payer's; “interest” paid on them not 
income [Acquiescence]. Taxpayer main- 


tained various commodity trading ac- 
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counts in the names of three relatives, 


which, the court concluded, were in 
reality accounts of the taxpayer. It fol- 
lows that the relatives did not have a 
valid debt to taxpayer for advances to 
the accounts and she is not taxable on 
$100 paid to her as interest; it is not 
interest on a valid debt and is not tax- 


- 


able income. Taylor, 27 TC 361, acq. 


IRB 1957-29. 


Stock was not received for services; not 
income. The Commissioner asserted that 
taxpayer received stock in a corporation 
as compensation for services and that 
its value was taxable income. The court 
agrees that based on book entries alone 
that might be a reasonable interpreta- 
tion of the transaction. However, it ac- 
cepted taxpayer’s testimony that he per- 
formed no services for the corporation 
and that certain cash he had advanced 
was in reality in payment for the stock. 
Perkins, TCM 1957-128. 


Interest on installment notes for equip- 
ment sold to states is tax exempt. Tax- 
payer sold equipment to Kansas and 
Missouri and political subdivisions. It 
claimed that interest included in install- 
ment sales was tax exempt. The court 
agrees as to those written contracts 
which specifically provided for interest. 
The court was not convinced by the 
Government argument that such install- 
ment contracts were illegal under the 
state ‘“‘cash basis” law. If contracts are 


fully 


lax Court policy is to give them effect. 


executed and no fraud exists the 


The burden is on the government to 
prove that they were illegal. Newlin 
Machinery Corp., 28 TC No. 93. 


Cooperatives’ revolving fund certificates 
were capital contributions, not debts; 
no income on cancellations. Taxpayer, 
a cooperative membership corporation, 
had in prior years made annual levies 
against its members for which it issued 


“retain certificates.” In partial liquida- 
tion about one half of the certificates 
were cancelled. The Commissioner con- 
tended that taxpayer realized income 
from cancellation of indebtedness. The 
court, however, finds that the certificates 
were not debt because they had no fixed 
principal sum, bore no express promise 
to pay, carried no interest, were sub- 
ordinated to the debts of creditors and 
could not be enforced in the event of: a 
default. Not being debt, the certificates 
were capital and therefore the coopera- 
tive realized no gain on cancellation. 


Pasco Packing Ass’n, DC Fla., 6/23/57. 


Estate’s collection of “worthless” debt 
taxable as ordinary income. At the time 
of decedent’s death his son owed him 
$50,000. On the Federal estate tax re- 
turn the debt was valued at zero and the 
Tax Court finds its value then was in 
fact zero. Later, the estate collected $18,- 


Tax aspects of accounting * 217 


000 on the debt, none of which it in- 
cluded in income. The court holds since 
the adjusted basis of the debt was zero 
all of the collections constituted gain. 
Furthermore, since there was no “sale 
or exchange” of a capital asset, the gain 
was taxable as ordinary income and 
could not qualify as capital gain. Zobel 
Estate, 28 TC No. 97. 


OTHER ACCOUNTING DECISIONS 


Expenses paid and reimbursements col- 
lected should be reported on cash basis. 
Representation expenses incurred by 
Foreign Service officers or employees in- 
curred in one calendar year are re- 
imbursed to them in the following year. 
Officers 


should deduct the expenses incurred by 


who report on a cash _ basis 
them in a particular year to the extent 


they exceed the total amount of re- 
imbursement actually received during 
that year even though the reimburse- 
ment relates to expenses of a previous 


year. Rev. Rul. 57-364. 


Fraud penalties accrue at time of filing 
the return | Acquiescence}. In determin- 
ing earnings and profits at the end of 
a year for purposes of a dividend distri- 
bution, an accrual-basis taxpayer must 
deduct not only the contested deficien- 
cies determined against it for that yea 
but also fraud penalties applicable to a 
that The 
penalty accrues when all the facts deter- 


return filed in year. fraud 
mining it have occurred; here when the 
return is filed. Stein Estate, 25 TC No. 


940, acq. IRB 1957-29. 


Fraud penalties accrue at time of filing 
the return. In Rev. Rul. 107 (CB 1953-1 
178) the IRS held that fraud penalties 
against a corporation should not be 
accrued in the determining of earnings 
and profits available for dividends until 
the amount is determined finally. In 
view of the decision in Stein Estate, 25 
TC 940 f[acq. 
Service revokes Rev. Rul. 107 and holds 


noted above.—Ed.| the 


that in determining corporate earnings 
and profits available for dividends such 
penalties accrue upon filing the return. 
Rev. Rul. 57-332. 


New form for request for change in 
accounting period. Form 1128 (applica- 
tion for change in accounting period) 
has been extensively revised. The new 
form calls for considerable accounting 
information which previously was re- 
quired by the IRS in the course of cor- 


respondence with the applicant. Notice 


335. 


Loans to insolvent investment counsel 
not worthless {Acquiescence|. Taxpayer 
lent some $90,000 1937 to 1943 
to an investment counsel corporation. 


from 


The corporation operated at a loss and 
the Commissioner argued the debt was 
worthless before 1944, the year claimed. 
The Tax Court disagreed; though the 
corporation was insolvent it always had 
some cash and could have paid part of 
the notes. Pierson, 27 TC 330, acq., IRB 
1957-21. 


No stepped-up basis for gift in con- 
templation of death (old law). An inter 
vivos gift was held to have been made 
in contemplation of death and was in- 
cluded in the gross estate of the donor. 
The gift property was sold after the 
that 
1939 Code, the basis of the 


donor’s death. The court holds 
under the 
property sold was not its value at death 
(or one year later) but rather the basis 
time 
1954 


Code, property acquired by a gift in 


in the hands of the donor at the 


the gift was made. [Under the 
contemplation of death has basis value 
at date of death or one year later.—Ed.] 


- 


Spicer, Ct. Cls., 7/12/57. 


“Security deposit” held rent and income 
to lessor. $16,200 received by a lessor 
“to be held as security for the payment 
of rent” is held to be primarily advance 
payment of rent for the last year of 
the lease rather than a security deposit 
for performance. Accordingly the court 
holds it is includable in the lessor’s gross 
income in the year of receipt. The court 
notes the following facts: the payment 
was to be applied to the last year’s rent; 
the lessors were not required to pay any 
interest on the deposit; the lessors were 
under ‘no obligation to repay the de- 
posit; the deposit was placed in the 
lessors’ general-bank account; there were 
no restrictions upon the lessors’ use of 
the deposit. Shaucet, TCM 1957-133. 
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New decision denies surtax credit to 


subsidiary taking parent’s assets 


by JOSEPH E. TIERNEY, JR. 


Practitioners have been relying on the Tax Court dictum in the Alprosa Watch 


case to the effect that the penalties of Section 129 apply only to the person acquir- 


ing a corporation, not to the corporation 


acquired. Now a new interpretation by 


the Fourth Circuit reverses the Tax Court, holding that Section 129 is applicable 


to an acquired corporation also. Mr. 


Tierney here discusses the Fourth Circuit's 


ruling, the scope and application of Section 129 and several illustrative cases. 


Ox OF THE most quoted dicta in tax 
cases is the famous comment of the 
Tax Court in Alprosa Watch Corp. (11 
TC 240) that the penalties of Section 
129 (Section 269 of the 1954 Code) apply 
only to the person who acquires a corpo- 
ration for tax avoidance, not to the 
corporation acquired. Tax men who 
read the statute this way took comfort 
from the Tax Court dictum and were 
gratified when the court took the same 
position in another case which turned 
on that point: Coastal Oil Storage Co. 
(25 TC 1304). Now the Fourth Circuit 
has reversed the Tax Court on this 
question (3/11/57). It denied the $25,- 
000 surtax exemption to a_ subsidiary 
created to take over certain assets of its 
parent. Thus the subsidiary lost its tax 
advantage because of the acquisition for 
the forbidden purpose by the parent. 


Section 1551 


At the present time, of course, a sub- 
sidiary’s right to a surtax exemption, as 
well as the $60,000 allowable accumu- 
lation of earnings, is specifically covered 
by Section 1551, applicable to 1951 and 
later years. 

Note that Section 1551 does not apply 
to some fairly common situations—the 
transferee corporation not “created” to 
receive the assets! or one actively en- 
gaged in business at the time of the 


acquisition of the property. In_ these 
situations the Commissioner would be 
forced to rely on Section 269 and hence 
its scope is of great importance. 

Cautious tax men have long been 
aware that the Alprosa dictum was not 
universally regarded as correct. Indeed 
no less an authority than Thomas Tar- 
leau, speaking in 1953 at the 6th Federal 
Tax Conference of the University of 
Chicago, warned that the Tax Court's 
position was unsound. [See box on page 
220. Ed.] 


Section 129(a)(1) 

It has been widely asserted that clause 
(a)(1) would deny benefits only to a 
corporation which acquired control of 
another corporation. The Tax Court in 
Coastal Oil Storage adopted that posi- 
tion in 129 not ap- 
plicable, and in its opinion used the 
following language: 


holding Section 


“That argument, presumably, is based 
on the language of clause (1) of Section 
129(a) which treats of the acquisition of 
control of a corporation. It is not an 
apt argument here, for this petitioner 
did not acquire control 
corporation.” 

Mertens Law of Federal Income Taxa- 
tion reviews the development of this 
position from its origin in Alprosa 


of another 


Watch Corp. Mertens describes the Tax 


Court’s pronouncement in Alprosa as 

. a highly significant dictum,” and 
points out that the Tax Court later 
affirmed its position in A. B. & Con- 
tainer Corp., (14 TC 842 (1950)) and 
Mountain Wholesale Co., Inc., (17 TC 
870 (1952)). 
significant dictum” in Alprosa is as fol- 


The Tax Court’s “highly 


lows: 
“That (129) 
prohibit the use of a deduction, credit, 


Section would seem to 
or allowance only by the acquiring per- 
son or corporation and not their use by 
the corporation whose control was 
acquired.” 

This question was also discussed re- 
cently in The T. V. D. Co., (27 TC 108 
(2/28/57)). Though the discussion was 
dicta (the court found no evidence that 
tax avoidance was a primary motive in 
the transaction), the court stated its 
interpretation of the statute: “It is 
manifest from the unambiguous terms 
of Section 129 that it applies only to 
an acquiring corporation and does not 
apply to an acquired corporation.” 

The Tax Court took the same position 
in Coastal Oil, and there it met reversal. 
The taxpayer in Coastal Oil was created 
to receive storage tanks of its parent, 
not used in the parent’s U. S. Govern- 
The 


the Tax Court was in error in finding 


ment work. Fourth Circuit said 
Section 269 inapplicable: 

“The Tax Court... held the Section 
inapplicable, without passing on the 
question as to whether or not tax eva- 
sion or avoidance was the principal pur- 
pose of the transfer in question. In this 
we think there was error. It is clear that 
the parent corporation acquired com- 
plete control of taxpayer through stock 
ownership and the parent corporation 
was certainly a person within the mean- 
ing of subsection (1) of the statute. As a 
result of the transfer of its property in 
exchange for the stock, it was able to 
obtain through this splitting up of its 
corporate business the benefit of an ex- 
emption and credit which it would not 
otherwise have enjoyed. While the ex- 
emption is claimed by taxpayer, the sole 
benefit thereof would accrue to the 
parent corporation, the sole owner of 
its stock. . . . We see no reason, there- 
fore, why subsection (1) of the Section 
is not applicable.” 

The decision of the circuit court in 
Coastal Oil Storage in effect ignores the 


‘There is pending in the Tax Court a case in- 
volving the applicability of Section 1551 to the 
original incorporation of a rroup of related 
corporations: Aldon Homes, Inc., Docket No. 
60020. 
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corporate existence of the subsidiary in 
emphasizing that the parent (which is 
not a party to the tax case) acquired 
control of the subsidiary and as a re- 
sult to obtain benefits 
(surtax exemption and minimum credit) 


was able these 
through the splitting of its corporate 
business. Thus though the subsidiary 
claims the exemption and credit, the 
(Coastal Oil Inc.) 


obtained the benefit, and this, in the 


parent ‘Terminals, 


view, is sufficient 


within 269. 


court’s to bring it 


Clause (a)(2) 


The 
Oil came within neither clause of 269— 


Tax Court had held that Coastal 


not (a)(1\ because the credit at issue was 
its “own” credit, nor (a)(2) because there 
was no relation between the property 
acquired and the credit. The acquisition 
Tax 
. the bene- 


of the storage tanks did not, the 
Court said, secure for it 
fit of any deduction, credit or other 
allowance which such person would not 
otherwise enjoy. .. .”” The court pointed 
Commodores 
TC 411 


“otherwise” can 


had held in 
Corp. (11 
word 


that it 
Point 


(1948)) 


out 
Terminal 
that the 
only be interpreted to mean that the 


deduction, credit or allowance must 
stem from the acquisition if it is to be 
disallowed. The court went on to point 
out that the storage tanks acquired by 
Coastal Terminals, Inc. “did not carry 
with them a right to an exemption or 


credit.” 
Fourth Circuit reverses 
The Fourth Circuit disagreed, noting 


that neither the taxpayer nor its parent 
would have been entitled to the exemp- 


tion and the credit without the trans- 
fer of the property. Therefore, there 
were benefits not otherwise enjoyed. 


Che court explains that conclusion by 


this statement: for the taxpayer 
(Storage) could not have enjoyed the 
benefit of the surtax exemption and 
excess profits tax credit but for the 
acquisition of the property producing 
the income from or against which the 
exemption and credit are claimed.” [Em- 
It will be noted 
that again the Fourth Circuit minimizes 


phasis supplied.] . 


the corporate existence of the subsidiary, 
and applies the statutory language re- 
lating to “a benefit otherwise enjoyed” 
to both corporations. 

[he opinion of the circuit court 
quotes a paragraph from a Senate report 
to show that Sections 45 and 129 were 
intended to prevent tax avoidance by 


Corporate organizations and distributions + 


the splitting up of business enterprises 
to utilize extra.surtax exemptions. 

. . That the Section was intended to 
reach just such schemes for tax evasion 
or avoidance by the splitting up of a 
business enterprise clearly appears from 
the H. Rep. No. 871, 78th Cong. Ist 
Sess. p. 49, where it said: 

“This Section adds a new Section 129 
to Chapter | of the Code providing that 
in the case of acquisitions on or after 
October 8, 1940, of an interest in or con- 
trol of corporations or property which 
the Commissioner finds to be principally 
motivated by or availed of for the avoid- 
ance of income or excess profits tax by 
benefit of a deduction, 
credit, or other allowance, then the tax 
benefits are to be disallowed or allowed 
only in part in a manner consistent with 


securing the 


the prevention of tax avoidance. This 
Section is designed to put an end 
promptly to any market for, or deal- 
ings in, interests in corporations or 
property which have as their objective 
the reduction through artifice of the in- 
come or excess profits tax liability. 
“The crux of the devices which have 
come to the attention of your committee 
has been some form of acquisition on or 
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[Joseph E. Tierney, Jr., is a Certified 
Public Accountant and a tax manager 
with the accounting firm of Arthur 
Andersen & Co.) 


after the effective date of the Second 
Revenue Act of 1940, but the devices 
take many forms. Thus, the acquisition 
may be an acquisition of the shares of 
a corporation, or it may be an acqui- 
sition which follows by operation of law 
in the case of a corporation resulting 
from a statutory merger or consolida- 
tion. The person, or persons, making 
the acquisition likewise vary, as do the 
forms or methods of utilization under 
which tax avoidance is sought. Likewise, 
the tax benefits sought may be one or 
more of several deductions or credits, in- 
cluding the utilization of excess profits 
credits, carry-overs and carry-backs of 
losses or unused excess profits credits, 
and anticipated expense of other de- 
ductions. In the light of these considera- 
tions, the Section has not confined itself 
to a description of any particular 
methods for carrying out such tax avoid- 
ance schemes but has included within its 
scope these 


devices in whatever form 


they may appear. For similar reasons, 





TEXT OF SECTIONS 1551 AND 269(a) 


SECTION 1551 


corporation transfers . . 


provides that “if any 
. all or part of 
its property (other than money) to an- 
other corporation which was created for 
the purpose of acquiring such property 
or which was not actively engaged in 
business at the time of such acquisition, 
and if after such transfer the transferor 
corporation or its stockholders, or both, 
are in control of such transferee corpo- 
ration .. . then such transferee corpora- 
tion shall not ... be allowed either the 
$25,000 exemption from surtax . . . or 
the $60,000 accumulated earnings credit 
unless such transferee corporation 
shall establish by the clear preponder- 
ance of the evidence that the securing of 
such exemption or credit was not a 
major purpose of such transfer. For pur- 
poses of this Section, control means the 
ownership of stock possessing at least 
80% of the total combined voting power 
of all classes of stock entitled to vote or 
at least 80% of the total value of shares 
of all classes of stock of the corpora- 
tion.” 
Section 269(a) (which is identical with 
Section 129(a) of the 1939 Code) pro- 
vides that “If— 


1. any person or persons acquire, or 
acquired on or after October 8, 1940, 
directly or indirectly, control of a corpo- 
ration, or 

2. any corporation acquires, or ac- 
quired on or after October 8, 1940, di- 
rectly or indirectly, property of another 
corporation, not controlled, directly or 
indirectly, immediately before such ac- 
quisition, by such acquiring corporation 
or its stockholders, the basis of which 
property, in the hands of the acquiring 
corporation, is determined by reference 
to the basis in the hands of the trans- 
feror corporation, and the principal pur- 
pose for which such acquisition was 
made is evasion or avoidance of Federal 
income tax by securing the benefit of a 
deduction, credit or other allowance 
which such person or corporation would 
not otherwise enjoy, then such deduc- 
tion, credit, or other allowance shall not 
be allowed. For purposes of paragraphs 
(1) and (2), control means the owner- 
ship of stock possessing at least 50% of 
the total combinéd ‘voting power of all 
classes of stock entitled to vote or at 
least 50%, of the total value of shares of 
all classes of stock of the corporation.” 
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MR. TARLEAU’S WARNING 


THE sTAND of the Tax Court in Alprosa 
Watch was a misreading of the statute 
and thwarted the expressed intention of 
Congress, in the view of Thomas N. 
Tarleau, well-known New York lawyer. 
At the 


Conference 


University of Chicago’s Tax 


held in 1953, Mr Tarleau 
said: 
“Turning from the words of the 
statute, and of the Congressional com- 
Watch 


dictum is indeed astounding. If the Tax 


mittee report, to the Alprosa 


Court is correct, Section 129 is prac- 
tically meaningless. The dictum sug- 


gests that the continuity of a corporate 
shell, the merest fiction, is enough to 
eliminate any consideration whatsoever 
of the reality of the acquisition, the 
depth of the tax avoidance motive, the 
extent to which the avenue chosen by 
the taxpayer is germane to any venture 
at hand .... The Alprosa Watch dictum 
is flatly contrary to the intent of Con- 
gress in passing Section 129. The Senate 
committee report said: 

‘Section 129, under your committee’s 
bill, 
attempt to en- 


amendment, as under the House 


recognizes that any 


compass tax evasion and avoidance 
problems by a specific description of the 
tax avoidance schemes will catch within 
transactions and 
will fail to 


catch both those intended to be caught 


its net both intended 


those not intended and 


and those not intended. Further, the 


specific description tends to center at- 
and_ technical 
character of the scheme, and to let the 


tention upon the form 
substance of the tax avoidance escape. 


To determine what transactions con- 
stitute the condemned evasion or avoid- 
ance, Section 129 must be read in its 
context and background. It is super- 
imposed on the several existing provi- 
sions of the income and excess profits 
tax law, the basic policies of which con- 
template the bona fide conduct of busi- 
ness in the ordinary way. Basic to the 
deduction, credit, and allowance provi- 
sions is a continuing enterprise so con- 


ducting its affairs. 


Alprosa dictum perilous 


that neither 
the statute or its history “justify the in- 


Mr. Tarleau continued 


terpretation. Taxpayers may certainly 
acquire control of a corporation to get 
the benefit of the corporation’s carry- 


overs. To hold that the shareholders of a 
corporation do not ‘enjoy’ its tax losses 
when they put a profitable business into 
it, is wrong. The dictum appears to have 
been conceived with the idea that the 
carryover, credit, or other allowance, 
must itself have been acquired directly 
by the new group for Section 129 to 
apply. But the statute refers only to 
acquisition of the control of corpora- 
tions, or of property. In short, the 
Alprosa Watch dictum is not justified by 
the words or the purpose of Section 129, 
and taxpayers rely on it at their peril. ... 
“Tt is hard to account for the con- 
tinued currency of the dictum in the 
Alprosa Watch case in view of the plain 
language of the statute. Two things may 
be suggested. The first is the undeniable 
fact that the Government has lost all of 
the litigated Section 129 cases. The de- 
cisions have been solely on the basis of 
business purpose, but the uninterrupted 
line of decisions has perhaps misled 
people into thinking there is some fatal 
flaw in Section 129 as a matter of law. 
“The 
mind is that there exists a confusion be- 
kind of situation 
existed in Alprosa Watch and the 4. 
B. & 


mon situation which is not covered by 


second notion that comes to 


tween the which 


Container cases, and another com- 


Section 129. That is the case of a corpo- 
ration with past losses or with unused 
excess profits tax credit which goes out 
and acquires a new, profitable business 
another line. It 
not seem that Section 129 would operate 


in the same or does 
to deprive the shareholders, who had 
suffered losses through their company, 
of the opportunity to offset ‘those losses 
by finding new ways to make profits. 
The 
holders and the advantageous tax allow- 


connection between the share- 
ance is not sham or artificial. The acqui- 
sition of the profitable enterprise is ‘ger- 
mane’ to their venture . . . The reason 
why Section 129 does not condemn this 
latter type of acquisition is not, as the 
Tax Court suggested in the Alprosa 
Watch that the action does not 
impinge upon the enjoyment by a corpo- 
ration of ‘its own’ loss, but rather that 
the recoupment of a loss by the expan- 
sion or change of an unsuccessful busi- 
ness is a legitimate business purpose and 


case, 


one which the loss carryover position is 
intended to assist.” 





the scope of the terms used in the Sec- 
tion is to be found in the objective of 
the Section, namely, to prevent the tax 
liability from being reduced through the 
distortion or perversion effected through 
tax avoidance devices. 


plied). 


. .! (Italics sup- 


“This accords with the interpretation 
placed upon the Section by a later Con- 


gress, where in the Senate report on 
proposed amendments to the corporate 
surtax exemption provisions, it was said 
(S. Rep. No. 2375, 81st Cong. 2d Sess. p. 
70, 2 Cum. Bull. 483, 533): 

‘It is not intended, however, that the 
exemption of the first $25,000 of a cor- 
poration’s surtax net income from the 
surtax shall be abused by the splitting 
up, directly or indirectly, of a business 
enterprise into two or more corpora- 
tions or the forming of two or more 
corporations to carry on an integrated 
business enterprise. It is believed that 
Sections 45 and 129 will prevent this 
form of tax avoidance.’ 

Based on that intention of Congress, 
the circuit court concludes that Section 
129 was specifically directed at the type 
of transaction entered into by Coastal 


Oil Terminals and Coastal Oil Stor- 
age. w 
Operational problems in 
mergers and acquisitions 
TAX MEN working with mergers and 


acquisitions can get a lot of valuable 
non-tax help on problems arising in 
the course of such negotiations from 
three monographs just released by the 
American Management Association. 
While ordinarily we are concerned with 
tax considerations, no tax advisor can 
do a really first-rate job without pay- 
ing attention to broader operational 
and management problems. These new 
publications are: 

Legal, Financial, and Tax Aspects of 
Mergers and Acquisitions, 90 pp., con- 
tains eight articles on various phases of 
financing mergers. 

A Case Study in Corporate Acquisi- 
tion, 42 pp., a detailed account of the 
development of the acquisition of 
W-K-W Company by ACF Industries, 
Inc. 

Integrated Policies and Problems in 
Mergers and Acquisitions, 67 pp., seven 
articles on how to make the merged 
organization function well. 
from AMA, 


All these are available 


1515 Broadway, New York 36; price is 
$1.75 each. w 
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Corporate organizations and distributions « 


Rulings point to exemption of 306 stock 


in public companies as IRS policy 


by ALGER B. CHAPMAN 


When Congress put Section 306 into the Code to block preferred stock bailouts by 


naking a gain on the sale of such stock ordinary income, it also put in a safety 


ave 


—an authorization to the Commissioner to exempt 306 stock from this treat- 


nent on sales whenever he is satisfied that tax avoidance is not a principal purpose 


of the issue and disposition. The Regulations gave no clue as to how the IRS 


vould exercise this discretion. However, three rulings (see box) that have come 


down mark out one area in which IRS policy apparently has been formed. Mr. 


Chapman analyzes these rulings, all dealing with 306 stock in publicly held com- 


panies, points out the apparent rationale of the IRS and warns of the questions 


on which no position has yet been taken publicly by the Service. 


leaves the door 


“NECTION 306(b)(4) 
a for the Commissioner to ex- 
empt from the thrust of Section 306 that 
great majority of dispositions where tax 
avoidance is not a motivating factor. 
Under the ruling policy as it is now 
evolving, Section 306(b)(4) may virtu- 
ally remove publicly held corporations 
from the scope of Section 306. 

The Regulations promulgated under 
306(b)(4) do 


light on the circumstances under which 


Section not shed much 
the ruling power conferred thereby is 
to be exercised. As a matter of fact, the 
single illustration! contained in the Reg- 
would indicate a 


ulations appear to 


rather sparing application of such 
power. This intentionally vague and nar- 
row example was promulgated before the 
Service had had an opportunity to ac- 
quire experience in dealing with this 
provision. The Service was holding open 
the possibility of a highly restricted ap- 
plication of the exception in the future 
if deemed appropriate. 

lo date, the three published rulings 
on this subject make it clear that the 
Service has wisely forsaken such a limit- 
ed view of the matter and is prepared 
to exercise its discretion liberally in 
favor of preferred stock issues of public- 
ly held corporations where the stock is 
issued pursuant to a bona fide business 
purpose. 

Che first of these rulings, Rev. Rul. 
56-116, Cum. Bull. 1956-1, p. 6, consid- 
ered the problem of preferred stock 
the 


of two publicly held corporations. The 


issued in connection with merger 


1.306-2(b) (3). 


shareholders of “Y” (the disappearing) 
Corporation, in exchange for their com- 
mon stock, received both preferred and 
common stock of “X” (the surviving) 
Corporation and after the merger, the 
total percentage of stock of ““X” Corpo- 
ration held by the former shareholders 
" ee 


The preferred stock was issued to the 


corporation was less than 20%. 
shareholders of “Y’ corporation in lieu 
stock at the in- 
The 
had shown 


of additional common 
the 
the 


sistence of survivor. ruling 


states that former “X” 
more dynamic growth over the last sev- 
eral years and it “desired to limit the 
extent to which the stockholders of “Y”’ 
Corporation may share in the future 


growth of the common equity.” It was 
further stated that “X’’ company had 


no intention of redeeming any of the 
preferred stock except pursuant to the 
provisions of the purchase fund and 
sinking fund agreements, the terms of 
which are not set forth in the ruling 
and which are stated to be irrelevant. 
The Service held in this situation that 
the preferred stock clearly constituted 
Section 306 stock within the meaning of 
306(c)(1) received in pursuance 
of a plan or reorganization, the effect 


Section 


of the transaction being substantially 
the same as the receipt of a stock divi- 
dend. However, the Service ruled: 

“It is further held that the provisions 
of Section 306(a)(1) of the 1954 Code 
shall not be applicable to the proceeds 
of the disposition of the preferred stock 
of “X” which will be issued in the mer- 
ger, unless such disposition is in antici- 
pation of a redemption after the issu- 
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ance of the stock. See Section 1.306-2(b) 
(3) of the Regulations under Subchapter 
C, Treasury Decision 6152.” 

The limitations of this ruling should 
be carefully observed. First, and most 
important, it is restricted to the pro- 
visions of Section 306(a)(1) which deals 
with dispositions other than redemp- 
tions. No protection is offered in this 
ruling with respect to the subsequent 
redemption of the stock. Apparently, 
the Service was willing to concede in 
such a situation that the distribution 
of the preferred stock was not in pur- 
suance of a plan of tax avoidance and 
that a subsequent sale of such stock 
would not be pursuant to such a plan. 
However, it was not willing to state that 
a subsequent redemption was not in 
pursuance of a tax avoidance plan. This 
conclusion would appear to have been 
reached regardless of whether the re- 
demption was pursuant to the provisions 
of the sinking fund agreement or not. 
The 


subsequent sale or redemption does not 


basis of this distinction between 
appear to be one of substantive law but 
rather one of Service policy. From a 
substantive point of view, if the dis- 
tribution and sale of the stock are not 
in pursuance of a tax avoidance plan 
it would seem hard to find such a plan 
distribution and _ re- 


where there is a 


demption, particularly when it is not 


known at the time of the ruling 
whether the preferred stock will be sold 
or redeemed. One would assume that 


an avoidance plan, if any, would be 
formulated prior to the distribution 
Once having cleared the distribution, 
that 


there may still be a plan of tax avoid- 


it seems hardly tenable to rule 
ance encompassing the distribution and 
the redemption. 

What the Service appears to be say- 
ing in this first ruling is that any de- 
termination with respect to a redemp- 
tion question is premature. No specific 
redemption having been proposed or 
intended when the application for rul- 
ing was presented, the Service exercised 
its prerogative of refraining from ruling 
on what might be a purely hypothetical 
case. 

Such a policy would hardly be logical, 
since a future disposition by sale would 
appear to be similarly hypothetical. The 
real distinction may lie in the fact that 
a sale of widely held preferred stock 
does not give rise to the withdrawal of 
earnings and profits from the corpora- 
tion at capital gain rates and that the 
bailout possibilities are only present 
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SECTION 306(a) sets 


eral rule that 


forth the gen- 
the profit received 
from the sale or other disposition of 
“Section 306 stock” shall be treated 
as gain from the sale of property 
which is not a capital asset, except 
that if the disposition is in the form 
of a redemption, then such profit 
shall be treated as a corporate dis- 
tribution to which Section 301 ap- 
plies. Section 306(c) defines Section 
306 stock to include not only non- 
taxable preferred stock dividends, 
but also preferred stock received in 
pursuance of a plan of reorganiza- 
tion, or in a Section 355 transaction, 
with respect to which gain or loss 
was to any extent not recognized by 
the receiving stockholder and where 
the effect of the transaction was sub- 
stantially the same as the receipt of 
the stock dividend. 

In general, therefore, the section 
would tax as ordinary income the 
amounts realized from the disposi- 
tion or redemption of preferred stock 
issued as a non-taxable stock divi- 
dend or received in one of the spe- 
cified non-taxable exchanges or dis- 


tributions. These sweeping provisions 





STRUCTURE OF SECTION 306 


are subject, however, to four excep- 
tions set forth in Section 306(b). The 
first three include dispositions or re- 
demptions which completely termin- 
ate the interest of the selling share- 
holder, distributions in partial or 
complete liquidation, or dispositions 
of Section 306 stock in conjunction 
with further non-taxable transactions. 
The applicability of these exceptions, 
while reasonably broad, do little or 
nothing for the typical Section 306 
stockholder desiring to dispose of his 
preferred stock interest in a going 
concern. However, the fourth excep- 
tion, Section 306(b)(4), reads as fol- 
lows: “If it is established to the sat- 
isfaction of the Secretary or his dele- 
gate—(A) that the distribution, and 
the disposition or redemption, or 
(B) in the case of a prior or simul- 
taneous disposition (or redemption) 
of the stock with respect to which the 
Section 306 stock disposed of (or re- 
deemed) was issued, that the disposi- 
tion (or redemption) of the Section 
306 stock, was not in pursuance of a 
plan having as one of its principal 
purposes the avoidance of Federal 
income tax.” w 








with respect to redemptions. Accord- 
ingly, by withholding its discretionary 
approval the Service tends to discourage 
redemptions. In any event, the Service 
made this limitation in its initial pub- 
lished ruling and is still adhering to 
this policy. 

One should note that, in clearing the 
distribution and sale aspects of the pro- 
posed transaction, the Service took care 
to state the business purpose of the 
preferred stock, to wit: the arm’s length 
negotiations of the merger agreement, 
the more dynamic growth of one corpo- 
ration and the insistence by it on limit- 
ing the shareholders of the other in their 
participation in the equity of the 
merged company. Naturally, this is only 
an example of the type of business pur- 
pose wach the Service will recognize in 
a Situation of this kind. In general, some 
for the use of 
preferred stock must be present to avoid 
the possible inference that a principal 
purpose of its 


economic justification 


issue was to bail out 
[Mr. Chapman is a member of the New 
York and Washington, D. C., law firm 
of Chapman, Walsh & O’Connell.] 


earnings and profits at capital gain rates. 

The exemption of the sale of Section 
306 stock from the provisions of Sec- 
tion 306(a)(1) was restricted to the situ- 
ation where the sale was not in antici- 
pation of a redemption after the issu- 
ance of the stock. Perhaps the clause in 
the ruling dealing with this restriction 
would have more accurately reflected 
the Service’s intent if it had read “un- 
less such disposition is in anticipation 
of a redemption shortly after the issu- 
ance of the stock.” As brought out by 
a later ruling (Rev. Rul. 57-212, dis- 
cussed infra), the Service is interested 
only in protecting the revenues against 
a prearranged quick two-step sale and 
redemption and is not directing its fire 
at a sale which may anticipate a re- 
demption several years after the merger. 


One public; one closely held 


The second published ruling on this 
problem was Rev. Rul. 57-103, IRB 
1957-11. This ruling, which apparently 
goes far beyond the position of the IRS 
as expressed in Rev. Rul. 56-116, has 
caused considerable comment and 
should be approached with utmost cau- 


tion. The. ruling involved the acquisi- 
tion, by a publicly held corporation for 
bona fide business reasons, of the assets 
of a closely held corporation in return 
for voting preferred and common stock 
of the acquiring corporation pursuant 
to a tax free reorganization under Sec- 
tion 368(a)(1)(C). The shareholders of 
the closely held corporation were the 
owners of 5% of the outstanding stock 
of the acquiring corporation after the 
reorganization. The Service held that 
although the preferred stock in the 
transaction constituted Section 306 stock 
its issuance was not in pursuance of a 
plan having as one of its principal pur- 
poses the avoidance of Federal income 
tax and therefore that— the pro- 
visions of Section 306(a) of the Code, 

. will not be applicable to the disposi- 
tion of any portion of the preferred 
stock. See Rev. Rul. 56-116... .” 

This holding appears to be much 
Rev. Rul. 56-116 in at 
least two particulars. First, it applies to 
Section 306(a) as a whole and is not 
restricted merely to the provisions of 
Section 306(a)(1) which deals with dis- 
positions other than redemptions. Sec- 


broader than 


ond, with respect to distributions other 
than redemptions, it contains no quali- 
fication that the disposition not be in 
anticipation of a redemption. The im- 
plication to be derived from this ruling 
would seem to be that the Service has 
given a green light to all distributions 
of Section 306 stock by publicly held 
corporations provided that there are 
bona fide business reasons for the issu- 
ance. However, the current ruling prac- 
tice of the Service indicates that this is 
clearly not the case. The language of 
this published ruling goes beyond what 
the Service is prepared to grant in un- 
published or private rulings. Rev. Rul. 
57-103 was intended primarily to ex- 
tend the rule of 56-116 to a situation 
involving a publicly held corporation 
and a closely held corporation as com- 
pared to the factual situation in 56-116 
which involved two publicly held cor- 
porations. This in itself is a valuable 
extension from a taxpayer’s point of 
view, as one could not automatically 
assume that the conversion of common 
stock of a closely held corporation into 
common and preferred stock of a pub- 
licly held corporation would necessarily 
be held free of the purpose to bail out 
earnings and profits. 

Accordingly, Rev. Rul. 57-103 should 
not be read as giving a green light to 
the redemption of Section 306 stock 
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prior to the time an actual redemption 
is proposed. The Service still views such 
a question as prematurely raised. The 
absence of language indicating that the 
disposition must not be in anticipation 
of a redemption can perhaps be ex- 
plained on the grounds that the Service 
deemed such a condition implied by its 
Rev. Rul. 56-116 at the end 
of the ruling. 


citation of 


Preferred to be redeemed 


The third and latest ruling on the 
subject, Rev. Rul. 57-212, IRB 1957-21, 
p. 14, helps to clear up some of the 
uncertainties caused by Rev. Rul. 57-103. 
Significantly, this ruling cites only Rev. 
Rul. 56-116 as supporting authority and 
omits any reference to Rev. Rul. 57-103. 
Rev. Rul. 57-212 


in which the stockholders of 


deals with a merger 
the trans- 
feror corporation received common and 
preferred stock in the surviving corpo- 
ration. The merger agreement provided 
for a sinking fund pursuant to which 
the surviving corporation is required 
to set aside annually amounts equal to 
3%, of the aggregate par value of the 
preferred stock outstanding. These 
amounts were to be applied for the pur- 
chase of the preferred stock either in 
the open market or to the redemption 
by lot of sufficient preferred shares to 
satisfy the sinking fund requirements. 
The 


that neither the merger distribution nor 


Service ruled in this situation 
the subsequent redemption is in pursu- 
ance of a plan of tax avoidance within 
the meaning of Section 306(b)(4). It 
held that Section 306(a)(1) will not be 
applicable to the proceeds of the sale 
of such shares (whether or not in anti- 
cipation of a redemption through the 
operation of the sinking fund) and that 
Section 306(a)(2) will not be applicable 
t 


) amounts distributed in redemption 
pursuant to the sinking fund provisions. 
I his 


rulings, was issued subsequent to the 


ruling, unlike the two prior 
consummation of the merger. The Ser- 
vice no longer withheld its approval of 
the redemption plan as_ prematurely 
presented but agreed to rule on it in 
view of the fact that an actual redemp- 
tion under the sinking fund was about 
to be made or had already been made. 
The Service thus indicated that where 
the redemption is undertaken in order- 
ly fashion, such redemption will be ex- 
empted from Section 306(a)(2) if a re- 
quest for ruling is presented at the 
proper time. This should certainly em- 
bolden taxpayers who have previously 
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hesitated about proceeding with a pre- 
ferred stock distribution without a Sec- 
tion 306(a)(2) ruling. Rev. Rul. 56-116 
and Rev Rul. 57-212, read together, may 
add up to adequate assurance on this 
point. 

In this published ruling, the Service 
took the opportunity to clarify a point 
that had been left in doubt by Rev. 
Rul. 56-116. Its approval of the sale 
of the preferred shares is no longer 
conditioned on such sale not being in 
anticipation of redemption. The Ser- 
vice expresses no objection to a sale 
made in anticipation of a redemption 
through the ordinary operation of the 
sinking fund. Its earlier qualification of 
this character was addressed solely to 
sales made in anticipation of a redemp- 
after the 
would be presumed to be pursuant to 


tion shortly merger which 
a plan of tax avoidance. 

Rev. Rul. 57-212 makes no specific 
mention of the business purpose for 
the issuance of the preferred stock nor 
reference to the 


percentage of the stock of the surviving 


does it include any 
corporation to be held by the stock- 
holders of the transferor corporation. 
This should not be construed as mean- 
ing that these factors are no longer of 
importance. The Service will still look 
for a valid business purpose in deter- 
mining the presence or absence of a 
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plan of tax avoidance and will also take 
into account whether or not the stock- 
holders receiving preferred stock will 
have a controlling voice in the affairs 
of the corporation so that they will be 
able to bring about a redemption of 
their shares at their pleasure. 

In summary, a ruling policy under 
Section 306(b)(4) is 
quite properly looks with favor on trans- 


evolving which 
actions involving publicly-held corpora- 
tions. The definite tendency is to treat 
publicly-held corporations with great 
liberality where an adequate business 
reason for the issuance of the preferred 
stock can be shown. The Service is still 
requiring, in its ruling policy, the tax- 
payer to take two bites at the apple; the 
first bite to cover the distribution and 
sale of Section 306 stock and the second 
bite to cover the redemption as it occurs. 
It is very possible that with the passage 
of time the Service may get to the point 
where it will give clearance prior to the 
distribution not only to sales but to 
redemptions carried out pursuant to 
mandatory sinking fund provisions, par- 
ticularly where redemptions can not 
commence under the terms of the sink- 
ing fund for some period of years after 
the merger and where the redemptions 
are by lot. 

Where the redemption is carried out 
other than through sinking fund pro- 





June, 1956: Under a plan of merger 
of two publicly held corporations, 
the surviving corporation issued pre- 
ferred and common sto7k to the 
common stockholders of the merged 
corporations. The preferred stock re- 
ceived in connection with the mer- 
ger is “Section 306 stock.” However, 
the provisions of Section 306(a)(1) 
treating the gain on disposition of 
such stock as ordinary income are 
held not applicable; there was good 
business reason for the issuance. The 
earnings of the merged company 
were stable but low. The preferred 
was used to limit the participation of 
its stockholders in the combined carn- 
ings. For this reason the distribution 
is not in pursuance of a plan of tax 


avoidance. Rev. Rul. 56-116. 


March, 1957: A publicly held corpora- 
tion for bona fide business reasons 
acquired, in a nontaxable reorganiza- 
tion, all the assets of a closely held 





THE THREE RULINGS ON 396(b)(4) 


corporation with only common stock 
of its outstanding 
voting preferred and common. The 


in return for 5% 


Service holds that the preferred con- 
stitutes Section 306 stock. However, 
gain or loss on its sale or other dis- 
position will not be treated as ordi- 
nary income since the issuance was 
not in pursuance of a tax-avoidance 


plan. Rev. Rul. 57-103. 


May, 1957: Preferred shares had 
been issued in a nontaxable mer- 
ger of two large publicly owned 
corporations (it was Section 306 


stock). The corporation is required 
to redeem 3% of the shares annually. 
The Service holds that the redemp- 
tion of preferred comes within the 
exception provided by Section 306 
(b)(4); the Commissioner is satisfied 
that the redemption is not in pur- 
suance of a plan having as one of 
its principal purposes the avoidance 
of income taxes. Rev. Rul. 57-212. 
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visions, it seems safe to predict that the 
Service will not, in the near future, 
rule on Section 
306(b)(4) 
actually 


the applicability of 
until such redemptions are 
being proposed. Among the 
standards by which such redemptions 
would be judged would be the degree 
of control over the corporation’s affairs 
exercised by the redeeming shareholders, 


the length of time that has elapsed since 


Tax free dividends from fa 


October 1957 


the date of distribution, the business 
purpose of the redemption and _ such 
factors as might be properly taken into 
account in determining whether distri- 
bution was essentially equivalent to a 
taxable dividend under Section 302 
(b)(1). tr 
[The foregoing is adapted from an arti- 
cle published in The Tax Executive, 
used here with permission.] 


t 





writeoffs are under scrutiny 


Q* OF THE MAJoR effects of fast 
amortization is the generation of 
additional cash available for working 
capital or plant expansion. Another in- 
triguing and desirable use for the extra 
cash is the distribution of tax free divi- 
dends. It is not unusual for the rapid 
amortization deduction to completely 
wipe out current profits, but the cash 
is still available for distributions to 
stockholders. It is more common for the 
deduction to reduce the earnings and 
profits to a point lower than the 
amounts distributed to the sharehold- 
ers, and the excess is then treated as 
a tax free return of capital, and reduc- 
tion of basis under Section 301(c)(2) of 
the Code. 

Thus, if South Nevada Utilities earns 
$2 per share before the amortization de- 
duction of 75c per share, and distributes 
$1.75 to its shareholders, the 50c excess 
over current earnings of $1.25 per share 
will be a tax free distribution. This re- 
sult can be accomplished, of course, only 
if the Company has no accumulated 
earnings and profits, since a dividend 
is taxable under Section 316 whether 
distributed out of current earnings 01 
earnings accumulated in prior years. 

The tax appeal of a dividend either 
wholly or partially free of income tax 
to the stockholder is a very real thing 
in today’s market. Where the cash is 
generated by fast amortization and has 
not been subject to immediate tax, the 
corporation is also the beneficiary since 
it may plow back more into plant ex- 
pansion, increase its working capital 
and distribute larger dividends. Thus, 
the.company grows faster and its stock 
is more valuable. 

While not limited to any particular 
industry, it appears that utilities have 
been especially cognizant of the advan- 


tages of distributing tax free dividends 
stemming from fast amortization. Utili- 
ties have long been noted for an ex- 
tremely high dividend pay-out, and the 
ratio of dividends to earnings frequently 
runs as high as 75%, as contrasted to a 


mnors 


ratio of 50 to 55% in industrial corpo- 
rations. Thus, a rapid amortization de- 
duction can easily run the pay-out ratio 
over 100% and produce a tax free divi- 
dend as to the excess. 

This favorable dividend climate now 
appears a bit cloudy as a result of hear- 
ings before a Senate Judiciary Subcom- 
mittee. Senator Kefauver has demanded 
that the Administration or Congress call 
a stop to what he terms “bonanza” tax 
free dividends stemming from fast amor- 
tization writeoffs. The impact of the 
hearings is described in a recent issue 
of The Wall Street Journal (July 31, 
1957). 

Mr. Kefauver was chiefly concerned 
with fast writeoffs—and subsequently tax 
free dividends—in the electric power in- 
dustry. But the issue is one that cuts 
across many other industries that have 
received special tax aid under a program 
started during the Korean War to spur 
expansion of defense-essential facilities. 

“A company getting a fast writeofl 
certificate is allowed to depreciate for 





tax purposes a big portion of the cost 
of a new plant in five years instead of 
the regular period, running as high as 
50 years in some cases. This means the 
firm pays less tax than would otherwise 
be required during the first five years 
but—assuming no change in tax rates— 
pays greater-than-normal taxes in follow- 
ing years to make up for it. 

“Under present tax laws, if a stock- 
holder receives a dividend that repre- 
sents a distribution by the corporation 
out of current or accumulated earnings, 
this dividend is considered income and 
he must pay a tax at the applicable in- 
come tax rate. But payments in excess 
of current or accumulated earnings are 
considered a taxfree return of capital, 
not income. Many companies can gen- 
erate excess cash for distribution be- 
cause fast writeoffs, by enlarging de- 
preciation deductions, shrink or even 
eliminate income subject to tax. They 
can plow back this extra cash into the 
company or distribute this extra money 
as a tax free return of capital. 

“Sen. Kefauver said, ‘I make no sug- 
gestion of irregularity in commenting 
on these distributions,’ but said the 
subcommittee determine 
whether such a policy of special tax aid 


wants to 


is desirable. 

“William W. Gatchell, general coun- 
sel of the Federal Power Commission, 
also assumed the tax free distributions 
were legal, but said his agency will ex- 
plore the whole subject. He said these 
tax free dividends were ‘an unintended 
benefit’ of the fast writeoff program.” 

With both a Senate Subcommittee and 
the Federal Power Commission working 
on the problem, we wonder if the Trea- 
sury Department will turn its legisla- 
tive watch dogs and draftsmen loose on 
the problem. While it poses one more 
concern for the cautious tax man, he 
at least may continue to advise that 
under the present law a tax free divi- 
dend arising from rapid amortization 
is a permissible and accepted practice. 





Debt-to-capital ratio of 600 to 1 too thin 
[Certiorari 


denied|. ‘Yaxpayer-corpora- 
tion was organized by five individuals to 
acquire title to and operate rental prop- 
erty. Of the $150,000 required over and 
above the mortgages to purchase the 
properties, $3,000 was received for stock 
and $147,000 as advances from the stock- 
holders in amounts proportionate to 


their equities. Additional were 
later advanced in like proportions as 
working capital. No written notes were 
issued to evidence the advances and no 
fixed date of repayment was specified. 
The Tax Court noted that the ratio of 
debt to capital was 600 to 1, and re- 
fused to permit a deduction for the 
amounts accrued as interest on these 


sums 
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purported loans. The Second Circuit 
affirmed. 241 Corp., Cert. den., 6/24/57. 


Return on stock not deductible as in- 
terest. The Tax Court held that a 5% 
return on “preferred stock” carried on 
the books as capital stock is a dividend 
and not interest paid on borrowed 
capital. Taxpayer argued that the pre- 
ferred was in reality a debt, not equity, 
called stock only to avoid a liability on 
the balance sheet. The Tax Court re- 
ferred to the fact that the parties called 
it stock as a “determining factor.” In 
addition, the dividends on the preferred 
were from 


payable earnings and on 


liquidation the claims of preferred 
would be 
creditors. The circuit court 


ifirms. Crown Tron Works, CA-8, 6/24 


stockholders junior to the 


claims of 


Stockholder has debt on 


loan to his corporation. Since 1930, tax- 


non-business 


payer had been a distributor of film and 
audio visual equipment. However, his 
loans to the three corporations through 
which he carried on the film business 
did not amount to the business of being 
a financier. Losses incurred when he had 
to pay bank loans of one corporation he 
had guaranteed are therefore non-busi- 
ness, treated by law as a short-term capi- 
tal loss. Holtz, TCM 1957-106. 


Stockholder’s loans to corporation non- 
business. Taxpayer had purchased vari- 
ous food companies and combined them 
into one organization in which he and 
his brother owned 44%; the rest was 
publicly held. Thereafter, he bought an- 
failed. He 
money he advanced to it was a business 
bad debt. The 


payer’s activities did not amount to the 


other which claimed the 


court disagreed. Tax- 
business of financing companies. He was 


in the food business, not the money- 
lending business. Jennings, TCM 1957- 


104. 


Liquor salesman’s loss on “bottle club” 
non-business. For two years taxpayer, an 
employee of several bottle clubs, rented 
a building and furniture to one. These 
clubs were organized under Washington 
law to provide members with liquor 
storage space and facilities for consump- 
tion. Due to a change in the law, the 
club itself was required to own its facili- 
ties and taxpayer sold them to it for its 
notes. They became worthless and he 
claimed a business bad debt. He was, 
in the year of worthlessness, a salesman 
for a liquor importer. The court holds 
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the loss is non-business. The investment 
in club facilities and the loss bore no 
proximate relation to his employment 
by either the bottle club or the liquor 
importer. Edmonds, TCM 1957-97. 


Jury finds taxpayer in business of 
financing enterprises; bad debt loss 
allowed. The jury finds that during the 
taxable year the taxpayer was in the 
business of organizing and _ financing 
business enterprises. Accordingly, the 
loss on a loan to one corporation is an 
debt loss. No facts are 


given. Tellepsen, DC Tex., 6/21/57. 


ordinary bad 


Administrative fees charged by affiliate 
allowed as reasonable {Acquiescence}. 
From the time of its formation in 1944 
until 1947, taxpayer-corporation oper- 
ated with a skeleton crew. A company 
which owned 50% of taxpayer’s stock 
furnished staff, management, and a wide 
variety of services to or for its benefit. 
Payment by taxpayer to the company of 
administrative fees ($714,000 over the 
three-year period) is allowed as reason- 
able in view of the services performed, 
notwithstanding that the sum was 
arrived at in negotiations that were not 
conducted at armslength. Waring Prod- 
ucts Corp., 27 TC No. 114, acq. IRB 


1957-29. 


Rent to stockholder for his property 
found reasonable. Taxpayer corporation 
was owned by its chief executive (60%), 
his wife (20%) and his brother (20%). 
The controlling stockholder and his wife 
owned real estate occupied by the busi- 
ness. On the basis of testimony of a real 
finds the 
rental was reasonable. The court also 


estate appraiser, the court 
found that the rental arrangements be- 
tween taxpayer, the stockholders and an- 
other corporation controlled by the 
stockholders was proper; it was in accord 


with an oral modification of the written 


~ 


lease. Ross Auto Parts, TCM 1957-120. 


Court of Appeals reverses Tax Court 
and Commissioner on allocating income 
between affiliates. ‘Taxpayer corporation 
was an auto dealer handling Ford cars 
in one 


division and Lincoln and 


Mercury in stockholders 
(father and sons) were also members of 
a partnership handling tractors and dur- 
ing the war years, engaging in some 
other ventures. 1939 to 1945, it 
was under contract with the auto corpo- 


another. Its 


From 


ration to finance the corporation's auto 
sales. In 1946, when the auto business, 
almost nonexistent during the war, re- 
vived, the corporation was split into two 
(one for each division). The partnership 
agreed to serve the new corporations in 
the same way. 1949 is the year here in 
The held that the 
partnership functioned only to purchase 
the sales contracts and transfer them to 


issue. Tax Court 


the finance companies with which the 
corporation had previously dealt and 
was a sham to divert corporation income 
to the stockholders. This court reverses. 
The partnership business was real; in 
several years it sustained losses. One dis- 
sent: the Commissioner’s determination, 
sustained by the Tax Court, is entitled 
to great respect. It was not arbitrary or 
unreasonable. Raymond Pearson Motor 
Co., CA-5, 6/28/57. 


Royalty to stockholder allowed despite 
previous royalty-free license {Acquies- 
cence}. stock- 


holders had previously granted taxpayer 


Taxpayer's controlling 
a royalty-free license to use their in- 
vention. Subsequently, the agreement 
was modified to reflect their understand- 
ing that royalties would be paid after 
the value of the process was established. 
The Tax Court allowed deduction of 
royalties paid under this modified agree- 
ment. Heatbath Corp., 14 TC 332, acq. 


IRB 1957-23, non-acq. withdrawn. 


TAXABLE AND TAX FREE EXCHANGE 


Exchange tax-free despite liquidation 
step. Under the 1939 Code, the Service 
had ruled (Rev. Rul. 54-396) that a “C” 
reorganization (voting stock for prop- 
erties) did not include the acquisition 
by a 79% stockholder of all the assets of 
its subsidiary. The reason was that only 
21% of the assets was received through 
an exchange of stock; 79% was received 
in liquidation. The question now asked 
is whether this rule will be applied in 
a type of C reorganization new under 


the 1954 Code—properties for its par- 
ent’s voting stock. The particular situa- 
tion ruled on was the transformation of 
a 72%-owned subsidiary (the other 28%, 
was widely held) into a 100%-owned 
subsidiary with the outside stockholders 
receiving additional stock: of the parent. 
The mechanism used was (1) creation of 
a new subsidiary by the parent which 
acquired all the subsidiary stock for 
some of its own stock; (2) the exchange 
of all the assets of the existing 72%- 
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owned subsidiary for the parent’s stock 
held by the new subsidiary; (3) the dis- 
tribution by the old subsidiary of the 
parent’s stock to its stockholders; and (4) 
the dissolution of the old subsidiary. 
While step three might be regarded as 
a liquidation to which the rationale of 
54-396 might be applied, the IRS points 
out that the entire transaction might 
have been effected by a “B” reorganiza- 
tion—an exchange of its own stock for 
the publicly-held stock. The IRS holds 
that 54-396 will be restricted to cases in 
which assets transferred are received in 
liquidation. Rev. Rul. 57-278. 

Sale to controlled corporation recog- 
nized though 2 days after stock issu- 
ance [Acquiescence]. Partners engaged 
in logging, milling and marketing of 
lumber transferred part of the partner- 
ship assets to a new corporation on 
December 31, 1946 in return for stock. 
Two days later they transferred the re- 
miining partnership assets to the corpo- 
ration under a ten-year installment-sales 
contract. The court holds that the sales 
contract was separate and distinct from 
the incorporation; that it was not a 
“security” received in exchange for 
property, and that gain was recognized 
on the transfer. Accordingly, the basis 
for depreciation of assets acquired under 
the contract was their cost to the com- 
pany. Brown, 27 TC 27, acq. IRB 1957- 


29. 


No stepped-up basis on liquidation of 
subsidiary despite recent issue of ad- 
ditional shares. The 1954 Code adopted 
the Kimball-Diamond rule and provides 
(Section 334(b)(2)) that in certain liqui- 
dations of 80°%-owned subsidiaries 
within a short time of acquisition the 
basis to the parent of the assets received 
shall be its basis for the stock; ordinarily 
on liquidation of a subsidiary the parent 
takes the subsidiary’s basis for the assets. 
The IRS now considers the liquidation 
of a subsidiary which had always been 
wholly owned. However within the time 
specified by 334(b)(2) the parent had 
exchanged notes of the sub- 
sidiary for additional shares of stock, 


certain 


which new shares were more than 80% 
of the total outstanding. The IRS rules 
that this acquisition of 80% is not such 
a “purchase” as will bring the parent 
within the rule of 334(b)(2). It must use 
the subsidiary’s basis for the assets. Rev. 
Rul. 57-296. 


Shinoff tax free though done as re- 
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demption and stockholder investment. 
The Service holds that the series of 
transaction whereby a corporation trans- 
ferred one business (worth about 14% 
of its total equity) to a 14%, stockholder 
who gave up his interest in the corpora- 
tion, was a tax free spinoff. The corpo- 
ration operated two separate businesses 
in two different cities. The transfer of 
one was carried out by a redemption of 
this stockholder’s shares of the business 
for cash; this cash was immediately in- 
vested in a new corporation. The re- 
maining assets of the business were 
transferred, for no consideration, to this 
new corporation. The effect was a spin- 
off of one of two active businesses, for 
the stockholder’s stock, followed by the 
incorporation of that spunoff business 
by him Rev. Rul. 57-311. 


Can carry back unused EPT credit to 
pre-merger denied). 
Shortly after its organization, taxpayer 


year [Certiorari 
was merged with an existing company 
and its subsidiaries. It claimed the right 
to carry back an unused excess profits 
credit to offset income of the original 
companies and subsidiaries prior to mer- 
ger. The Court of Claims permitted this; 
the language of the statute defining 
acquiring corporations and credits clear- 
ly permits it and that result is in accord 
176 F.2d 573, 
which allowed the surviving company in 
a merger to use the EPT credit unused 
by a component. Koppers, cert. den., 
6/3/57. 


with Stanton Brewing, 


LIQUIDATIONS 


50% stockholder, paying full corporate 
tax as transferee, has bad debt loss for 
ether stockholder’s share. Taxpayer and 
another were 50% stockholders in a 
corporation which liquidated. Taxpayer 
had previously paid $40,000 of back 
corporate income taxes, and in this year 
paid some $4,700 more. The court finds 
the records not adequate to upset the 
Commissioner’s finding that half of the 
$4,700 was paid on behalf of the other 
stockholder. Since that stockholder was 
insolvent, taxpayer has a non-business 
bad debt (a short-term capital loss) for 
that amount. Of the balance, the por- 
tion allocable to interest is fully de- 
ductible but that which represents addi- 
tional corporate tax is a_ liquidation 
item and a long-term capital loss. Ger- 
sten, 28 TC No. 84. 


Contracts for future payments, | dis- 


tributed in liquidation, valued. Tax- 
payers were stockholders of a corpora- 
tion which had paid to a water company 
the cost of constructing mains to a new 
development. The utility agreed to pay 
it a part of water charges to home 
owners in the development for ten years 
or until the corporation recovered its 
cost. The contracts were distributed to 
taxpayers on liquidation of the corpora- 
tion. They argued that it would be im- 
possible to value the contracts and that 
collection should be treated as capital 
gain as received. The court finds, how- 
ever, that they can be valued; experts 
testified that similar contracts are com- 
monly bought and sold. The court sus- 
tains the Commissioner’s valuation at 
50% of the cost not yet repaid. Gersten, 
28 TC No. 84. 


Loss on exchange of property for own 
stock deductible [Acquiescence|. Tax- 
payer-corporation, an auto agency, trans- 
ferred a building to one of its stock- 
holders in exchange for $50,000 in cash 
plus its own stock valued at $125,000. 
The court holds the transfer of the 
building was not in partial liquidation 
because there was no contraction of the 
business. It was a sale of property hav- 
ing a cost basis of $182,500 for $175,000. 
The corporation therefore sustained a 
deductible loss of $7,500. Johnson-Mc- 
Reynolds Chevrolet Corp., 27 TC 300, 
acq. IRB 1957-29. 


Vacant land leased to used car dealer 
not a separate business of food broker- 
age corporation, distribution net a par- 
tial liquidation. In addition to the five- 
year active business rules applicable to 
the distribution of stock of a controlled 
corporation (Section 351) there are some- 
what similar rules in the definition of 
partial liquidation (Section 346) and ap- 
plicable therefore to the distribution of 
property, not necessarily stock. The IRS 
interpreted them in a Ruling dealing 
with the distribution by a wholly owned 
corporation, in the food brokerage busi- 
ness for fifty years, of a small parcel of 
real estate. The real estate was a lot 
adjacent to a vacant lot, purchased in 
1949 but only partly used for a regular 
building erected for the brokerage busi- 
ness. The rest was leased to a used car 
dealer. The income from it was less 
than 2% of the food business gross. The 
distribution of the land to the sole stock- 
holder in redemption of part of the com- 
mon stock does not, the IRS rules, 


qualify as a partial liquidation. It was 
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was 


neither a contraction of the business nor 
the distribution of a separate business 
actively conducted for five years. Rev. 
Rul. 57-333. 


No negotiations prior to liquidation; 
gain on sale taxed to stockholders [Ac- 
quiescence]. Taxpayer-corporation leased 
its property in 1929 for 21 years; it gave 
the lessee the option to purchase the 
property at any time before January 31, 
1951. On May 1, 1950, the corporation 
learned that the option would be exer- 
cised, but prior to any negotiations it 
liquidated and distributed the property 
to the stockholders. The lessee exercised 
the option on January 31, 1951. The 
court concluded the sale was not to be 
attributed to the corporation within the 
Court Holding Co., but was 
made by the individual stockholders as 


rule of 


co-owners. Since the corporation did not 
make the sale, it could not realize the 
gain. [Note: Under Section 337 of the 
1954 Code, gain is not recognized on 
sale of corporate assets within 12 months 
of adoption of a plan of liquidation. 
Ed.| Merkra Holding Co., 27 TC 82, 


acq. IRB 1957-23. 


Gain on liquidation of subsidiary by 
parent comes within provisions of Sec- 
tion 337. A gain of a parent corpora- 
tion from the liquidation of its sub- 
sidiary is a gain from “sale or exchange” 
stock within the 
meaning of Section 337. This Section 


of the subsidiary’s 


permits nonrecognition of the gain 
should the parent adopt a plan of com- 
plete liquidation prior to the exchange, 
thereafter dis- 


Rul. 57-243. 


and within 12 months 


tribute all of its assets. Rev. 


OTHER DECISIONS 


Stockholders, having bought out minor- 
ity, have dividend when corporation re- 
deems them. Two 20% shareholders in 
1952 purchased all the stock (40%) of a 
third on the installment basis thereby 
40% 
1955, being unable to meet the install- 


becoming each shareholders. In 


ment payments, the shareholders had 
the corporation redeem the purchased 
shares at the same price they had con- 
tracted to pay for them. The redemp- 
tion is held to constitute a distribution 
essentially equivalent to a dividend. 
Che IRS adds that even if the redemp- 
tion were viewed as being made from 
the former stockholder it would still be 
a dividend to the stock- 


effect was an as- 


remaining 


holders because the 


Corporate organizations and distributions « 


sumption by the corporation of their 
unpaid notes. Rev. Rul. 57-353. 


“Royalties” recewed after transfer of 
patents are dividends. In 1945 taxpayer 
transferred harmonica reed patents to 
a corporation in return for one half of 
the stock, while another individual in- 
vested $25,000 for the other half. The 
corporation agreed to pay the same 
royalty to each stockholder on all har- 
monicas manufactured. In 1951 taxpayer 
received $18,600 as “royalties” which he 
reported as capital gain from sale of the 
patents. The court rules that once the 
patents were transferred to the corpora- 
tion as capital contributions, there could 
be no reason for the corporation to 
assume an obligation to pay royalties for 
the use of these assets; the payments are 
therefore distributions of corporate 
profits taxable to the stockholders as 
dividends. Similarly, damages collected 
after a suit against another corporation 
for patent infringements, and received 
by taxpayer after 1945 were dividend 
income, not capital gain from sale of the 
patents. Magnus, 28 TC No. 100. 


Advances were loans by ccrporation, not 
dividend. ‘Two stockholders had bought 
out a third, giving their notes in pay- 
ment. Thereafter the corporation lent 
them enough money to pay off their 
The 
sioner treated the advance as a dividend. 


personal indebtedness. Commis- 
The court, however, finds that the trans- 
action was a bona fide loan. It was in 
form a loan, so treated on the books and 
stock- 
holders paid interest and paid off the 
note in full. Perkins, TCM 1957-128. 


in the minutes and one of the 


Another corporation mortgaging out 
with FHA funds held collapsible. The 
court finds no material distinction be- 
tween the facts here and those in the 
Burge case (28 TC No. 26) (7 JT AX 73) 
in which it held that Burge realized or- 
dinary income in a redemption of some 
of his shares in a construction corpora- 
tion (the funds came from the excess of 
FHA mortgage funds over cost) and also 
on the sale of other shares. The only 
difference here is that the corporation 
made a distribution but did not redeem 
any shares. irrele- 
vant. Taxpayer had ordinary income on 
the distribution and subsequent sale of 
shares. Glickman, TCM 1957-124. 


That distinction is 


Corporation developing unproved oil 
properties is collapsible. A corporation 
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organized in January 1955 acquired and 
developed unproved oil properties. At 
the end of the year the stockholders sold 
their stock. The selling price reflected 
the appreciation in value of the prop- 
erties. The IRS holds the activities of 
the corporation constituted the con- 
struction or production of properties 
within the meaning of Section 341(b)(1) 
defining corporations. Ac- 
cordingly gain to the stockholders from 
the sale of their stock is held taxable as 
ordinary income. Rev. Rul. 57-346. 


collapsible 


Each bank’s net on bond investments 
computed separately for consolidated 
return. Banks are permitted to treat a 
net loss from sales of bonds held for 
investment as an ordinary loss. The 
IRS holds that transactions in bonds 
held for investment by banks which are 
members of an affliated group filing a 
consolidated return are to be computed 
by each 


member bank on a 


separate 
basis. To the extent such transactions of 
each member bank result in a net gain, 
the gains are to be aggregated for com- 
puting the consolidated net income. 
However, if a member bank sustains a 
net loss from its bond transactions, the 
loss is to be treated as an ordinary loss in 
determining the net income of that 
member. Rev. Rul. 57-167. 


Computation of years of loss carryback 
on change in affiliated group. The 
Regulations provide that any period of 
less than 12 months for which either a 
separate or consolidated return is filed 
because of a change in the affiliated 
group is considered a taxable year. A 
corporation becoming a member of an 
afhliated group during its taxable year 
and filing a consolidated return for the 
period following affiliation may carry 
back to its prior-year separate returns its 
losses prior to and during affiliation. In 
computing the two taxable years to 
which carryback of losses are permitted, 
the year of affiliation is counted as two— 
the period prior to affiliation for which 
a separate return is filed, and the period 
following affiliation for which a con- 
solidated return is filed. Similarly, when 
an afhliated group terminates during a 
taxable year, the periods prior to and 
following termination are each con- 
sidered a taxable year. Rev. Rul. 57-294. 


Decision to sell made during construc- 


ition; shopping center corporation col- 


lapsible. Taxpayer, a plumbing con- 
tractor, became a 50% stockholder in a 
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corporation to build a shopping cen- 
ter. The other 50% stockholder was a 
builder. Construction was 


August, 1949, the certi- 


large-scale 
begun early in 
ficate of occupancy was issued Decem- 
ber 9 and at least one tenant opened his 
though work was 


store in December, 


and the Tax Court 
that 


January 


still being done 
construction was 
1950. The 
store, a super- 


found as a fact 
completed about 
tenant of the largest 


market, it became apparent, was not 


financially strong. About December 15, 
the stockholders authorized a real estate 
broker to procure a purchaser for their 
stock, and a contract of sale was signed 
found 


December 22. The Tax Court 


that the decision to sell the stock was 
made not later than late November or 


early December. It concludes that the 
and the 
The 


corporation was availed of for the con- 


corporation was collapsible 


stockholder’s gain is ordinary. 


struction of with a view to 


the sale of the stock prior to the realiza- 


p! opert j 


tion of a substantial part of the net in- 
come to be derived from the property. 
The Regulation 
which says “a corporation is formed or 


court upholds the 


availed of if the requisite view 
existed at any time during the . . . con- 
struction.” Construction, the court says, 
should be interpreted broadly and the 
project should not be considered con- 
structed until it is in shape to begin to 
realize net income. Weil, 28 TC No. 90. 


Land corporation collapsible; gain due 
to its construction. Taxpayers were 
stockholders in a corporation which held 
land to be developed wih FHA financed 
apartments. The stockholders contracted 
with two builders (1) to cause the corpo- 
ration to sell certain land to them; (2) 
to cause the installation of streets, 


and (3) to FHA 


mortgage financing. The builder’s down 


sewers, etc.; arrange 
payment was paid into escrow and used 
to make the improvements which had 
to be made or provided for before the 
FHA would commit itself. The improve- 
ments were begun and the FHA commit- 
ments obtained. Taxpayers at this point 
liquidated the corporation and reported 
the substantial increase in the value of 
the land as capital gain. The Tax Court 
holds that the gain is ordinary because 
the corporation was collapsible. The ac- 
tivity here was that of the corporation, 
not its stockholders, and this activity 
amounted to construction in the broad 
sense used in the statute. Finally, the 
corporation was availed of to prevent 
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tax because there is no compelling rea- 
son other than taxes for the liquidation. 
The corporation is therefore collapsible; 
it was availed of for the construction of 
property with a view to its distribution 
to its shareholders prior to the realiza- 
tion of a substantial part of the income. 
Abbott, 28 TC No. 89. 


Section 102 tax sustained; corporation 
failed to meet burden of proof (old law) 
[Certiorart denied}. Taxpayer, a sand 
and gravel corporation, was found by 
the Tax Court to be subject to Section 
102 penalty surtax for the years 1945 to 
1950. It failed to show that its accumu- 
lated earnings and reserves of over $6,- 
000,000 were not in excess of the reason- 
able needs of the business. Taxpayer 
claimed it needed reserves as a self-in- 
surer, but offered no evidence of the 
amount. A report on proposed expan- 
sion was prepared in 1953 and was ob- 
viously based on conditions and plans 
long after the years in question. The 
reserves set up on the books for expan- 
sion and other contingencies were far 
less than amounts claimed here as rea- 
sonable. It was admitted that the failure 
to distribute earnings saved the con- 
trolling stockholders almost $1,200,000. 
The Fourth Circuit upheld most of the 
Tax Court’s computations, but re- 
manded the case for further findings on 
two issues. The Tax Court erred, it said, 
in holding that no reserve was required 
to permit it to go into another line if 
forced by competition. If it reasonably 
believed it might be forced into another 
line, it was entitled to the reserve. Fur- 
ther, in computing the need for current 
working capital, provision should have 
been made for operating costs as well as 
overhead. Smoot Sand & Gravel Corp., 


cert. den., 6/17/57. 


Redemption not taxed as dividend 
though family still in control (1939 
Code). Taxpayer owned 1,160, and his 
son 340, total stock of a 
corporation. In 1946-7 
gifts of 613 shares to his son and daugh- 
ter and retained 547. Out of this bal- 
ance, he surrendered 446 shares, in 1948, 


shares, the 


taxpayer made 


in consideration for the cancellation of 
$22,300 of his indebtedness to the com- 
pany. The redemption did not affect the 
business of the company in any way, nor 
did it impair the capital. Two years 


later, taxpayer made gifts of his re- 
maining 101 shares to his children and 
resigned as president and director of 
the company. The Tax Court held the 


redemption of the 446 shares “essentially 
equivalent” to the distribution of a tax- 
able dividend under the 1939 Code. The 
circuit court reverses. The various trans- 
fers were all part of an integrated plan 
by taxpayer to liquidate his entire stock 
interest. [The rules of constructive own- 
ership didn’t apply under the 1939 
Code.—Ed.| Lukens Estate, CA-3, 3/11/ 
Officers’ salaries reasonable. {Acquies- 
cence]. Taxpayer, a structural steel busi- 
ness, was managed by two brothers (with 
their mother sole owner of the corpo- 
ration). The Tax Court found salaries 
paid to them were reasonable; testimony 
indicated they had greater duties and 
responsibilities than other executives in 
the same business. The method of com- 
pensation--low fixed salary with high 
year-end bonus—is found to be common 
in that industry. Geiger & Peters, Inc., 
27 TC No. 113, acq.. IRB 1957-23. 


“Average funds” employed by finance 
company exempt from PHC tax. Sec- 
tion 542 excludes from the definition of 
personal holding company certain in- 
stallment finance companies, including 
those making business loans secured by 
receivables. However, in determining 
whether a taxpayer has the requisite 
from loans to 


portion of its income 


business secured by receivables there 
must be excluded loans to a single bor- 
rower which for more than 90 days 
exceed 15% of the “average funds’ of 
the company. The IRS holds that aver- 
age funds means funds actually invested 
in receivables, loans secured by receiv- 
ables and loans secured by tangible per- 
sonal property. Rev. Rul. 57-298. 

Redemption through affiliate found dis- 
proportionate; not a dividend. Two in- 
dividuals were 50%, stockholders in two 
corporations and with a third man, were 
3314% The 


4 another. 
third man was inactive in the business 


stockholders in 
and consented to become a full-time em- 
ployee only if he would have a 14 in- 
terest in all. To achieve this, the third 
corporation bought all the stock of the 
first two from the individuals. Under 
Section 304 this is a redemption through 
the use of an affiliate and is treated as 
a redemption of the stock of the pur- 
chasing corporation. The IRS rules that 
the redemption is substantially dispro- 
portionate and, to the extent the price 
paid does not exceed the fair market 
value of the stock, the gain is capital. 
Rev. Rul. 57-295. 
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Must you produce records when Treasury 


examines those you do business with? 


jpn CAN You vo when the IRS de- 
mands that you open your records 
so tliat it can check another’s returns? 
Such an examination can be quite ex- 
pensive in terms of executive and cleri- 
cal time involved, upset in office routine, 
etc. And, in addition, there can be im- 
portant problems of customer relations. 
The public accountant, of course, is in 
a particularly difficult position. He has 
been trained to regard his knowledge 
of his client’s affairs as highly confiden- 
tial, yet he can be forced to disclose 
them. The ethical businessman has some- 
thing of the same feeling; he gets even 
less consideration. 

The editors of the Minnesota Law 
Review discuss this entire subject in 
terms of the rights of third parties in 
general and with particular reference to 
banks, accountants, attorneys, hospitals, 
employers and others frequently called 
on by the IRS to testify. The complete 
article, fully annotated, appears in 41 
Minn. L. Rev. 800. With permission, 
we bring you here the highlights. 

What information in the possession of 
third parties can the taxpayer prevent 
the examiner from obtaining? What in- 
formation can the third party withhold 
as a matter of privilege or right; how 
far must the third party go in producing 
the requested information? 

Ihe “inquisitorial or visitorial” pow- 
ers of the Treasury Department are ex- 
tensive, and reach not only the taxpayer 
and his books and records, but also “any 
officer or employee of [the taxpayer], or 
any person having possession, custody, or 
care of books of account containing en- 
tries relating to the business of the per- 
son liable for tax .. . or any other per- 
son the Secretary or his delegate may 
deem proper.” (IRC Section 7602(2)). In 
addition to this broad class of persons 
subject to investigation there is a com- 
prehensive scope of inquiry which ex- 


tends to any relevant or material books, 
papers, records, data, and testimony of 
these persons. As under the Internal 
Revenue Code of 1939, any request for 
information which the revenue agent 
may properly make is _ enforceable 
through the Federal district court if the 
request is refused. In addition, the In- 
ternal Revenue Code of 1954 gives the 
examining agents authority previously 
granted only to the Collector—to issue 
summonses requiring parti¢s to appear 
with requested information, and, 
through a United States District Court, 
have non-complying parties arrested and 
punished for either civil or criminal 
contempt. Thus it is apparent that the 
inquisitorial power of the Treasury is 
extremely broad, but this power has 
long been recognized as a necessary as- 
pect of our revenue laws, and sometimes 
analogized to the fact-finding powers of 
Federal grand juries. 

This authority is not 
without confines, however. Within the 


investigative 


statute there are limitations as to the 
scope of inquiry, limitations upon the 
time and place of the examination, and 
restrictions against unnecessary examina- 
tions and investigations. 


Scope of inquiry 


The examination must bear 


matters required to be included in the 


upon 


return under investigation. If the agent 
identifies the document with sufficient 
particularity and shows that it is rele- 
vant to his examination, then his ex- 
amination will not be condemned un- 
der the traditional cry that it is a “‘fish- 


’ 


ing expedition.” It is merely the arbi- 
trary inquiry that is prohibited. How- 
ever, an examining agent cannot con- 
duct an examination of a taxpayer or 
his records to obtain the names of un- 
known and unidentified parties who 
may have failed to report income. Thus, 
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a corporation could not be compelled 
to produce its records which would re- 
veal the identity of persons to whom 
payments had been made, where the 
tax liability of the corporation was not 
under investigation, nor could a trustee 
be compelled to disclose the names and 
addresses of the beneficiaries of certain 
trusts who were identified only by the 
type of information sought. However, 
a corporation which sought to withhold 
its records to prevent disclosure of the 
names of stockholders involved in an 
exchange of stock between corporations 
was required to produce its records. Al- 
though these latter two cases appear to 
reach opposite results, they are reconcil- 
able in that the request in the former 
case only vaguely identified the taxpay- 
ers under investigation by the nature of 
the information sought. This informa- 
tion in itself could be obtained only by 
a laborious analysis of many wills; in 
the latter case the class of persons was 
clearly identified and the information 
sought imposed no undue burden upon 
the corporation to inspect voluminous 
records. These cases demonstrate that 
the agent does not have to specifically 
identify taxpayers under investigation, 
but must identify them with a reason- 
able degree of particularity. The agent 
must indicate that he is investigating a 
reasonably definite individual or group 
and is not just performing the examina- 
tion to see what he may uncover. 


Time and place of examination 


A corporate president has been re- 
quired to bring corporate records to the 
revenue agent's ofhice twenty-five miles 
away and leave them there for an anti- 
cipated investigation of four months’ 
duration. However, the examination in 
that case had previously been attempted 
in the taxpayer's office, and after a great 
deal of interference by the corporate 
employees, the agent resorted to the 
subpoena power to get the desired in- 
formation. Presumably the same rule 
applicable to taxpayers under investiga- 
tion applies to third parties since Sec- 
tion 7605(a) merely refers to examina- 
tions pursuant to Section 7602, which 
does not distinguish between taxpayers 
and third parties. 


Unnecessary investigations 

The right to be protected against un- 
necessary examinations or investigations. 
is personal to the taxpayer under in- 
vestigation, and a third party cannot re- 
fuse to produce the requested documents. 
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on this basis. Similarly, a taxpayer whose 
records have been examined with re- 
spect to his own liability cannot refuse 
to give information from his records 
which is later sought with respect to an- 
other taxpayer 


Examinations barred by statute 


A restriction not set forth in the stat- 
ute but implicit in the Treasury’s in- 
vestigative power is the rule that no 
examination may be made concerning 
tax liability for years which are barred 
by the statute of limitations. Conse- 
quently, in order for the revenue agent 
to obtain information from either the 
taxpayer’s or a third party’s records after 
the statute of limitations has run, it is 
necessary that the agent allege fraud on 
the part of taxpayer whose tax liability 
is in question. This does not greatly 
burden the agent, however, since he 
is not obliged to disclose in detail the 
facts relative to the investigation; nor 
is the district court obliged to require 
facts showing reasonable grounds to be- 
lieve that the returns were false or 
fraudulent where the agent testifies that 
his investigation up to that point has 
raised a strong suspicion that the tax- 
payer filed a false or fraudulent return 
for years barred by the statute of limita- 
tions. In the case of a suspected omission 
of more than 25% of gross income, it 
appears that the test as to whether an 
examination can be made after the ex 
piration of the normal three-year stat- 
ute of limitations will be similar to the 
test in the case of suspected fraud. 

In United Distillers Products Corp. 
(156 F.2d 872 (2d Cir. 1946)) the court 
allowed the examination after the run- 
ning of the three-year statute, stating: 
“Obviously, this provision [extending 
assessment time in the case of an omis- 


sion of more than 25% 


of gross income] 
would be of no practical effect if the 
Bureau were barred from making the 
investigation necessary to ascertain such 
a misstatement. Nor should it be re- 
quired to prove the grounds of its belief 
prior to examination of the only records 
which provide the ultimate proof.” 


Constitutional limitations 


Both the Fourth Amendment, pro- 


hibiting unreasonable -searches and 
seizures, and the Fifth Amendment, es- 
tablishing the right against self-incrim- 
ination, are applicable to the inquisi- 
torial powers of the government. How- 
ever, the application of these amend- 


ments in the case of third persons from 
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whom information is sought in tax in- 
vestigations is different both in scope 
and degree from their normal applica- 
tion. 

The United States Supreme Court in 
recent times has tended to revert to a 
more literal interpretation of searches 
and seizures and subordinate privacy to 
the public interest. The new attitude of 
the Supreme Court toward administra- 
tive investigations is readily apparent in 
one of its recent decisions: nothing more 
than official curiosity may justify the 
inquiry. But the court qualifies its posi- 
tion saying, Of course a Governmental 
investigation into corporate matters may 
be of such a sweeping nature and so un- 
related to the matter properly under 
inquiry as to exceed the investigatory 
power. . . . But it is sufficient if the 
inquiry is within the authority of the 
agency, the demand is not too indefinite 
and the information sought is reasonably 
relevant. 

It should be noted that the taxpayer 
under investigation may not prohibit the 
production of a third party’s records on 
the ground that it is an unreasonable 
search, since that is a privilege personal 
to the owner of the records. 

The Fifth Amendment 


against self-incrimination also has a 


privilege 


limited application to the inquisitorial 
powers of the Treasury as applied to 
third parties. A third party may not re- 
fuse to produce his records for examina- 
tion in the determination of another’s 
tax liability unless in so doing he would 
incriminate himself. An officer of a cor- 
poration may be required to produce 
corporate records even though such evi- 
dence may incriminate the officer or 
the corporation. 

In contrast to this impersonal treat- 
ment of corporate records for purposes 
of the Fifth Amendment, is the treat- 
ment of partnership books. Partnership 
books are considered to be of a personal 
character and a partner can properly 
refuse to produce them on the grounds 
that they may tend to incriminate him. 
Whether this rule will be given unlimit- 
ed application regardless of the size of 
the partnership is questionable when 
viewed in the light of the Supreme 
Court's decision in White. (322 U.S. 694 
(1944)). There the court held that an 
officer of an unincorporated labor union 
had no right under the Fourth and Fifth 
Amendments to refuse to produce union 
records in his possession on the ground 
that they might tend to incriminate 
either the union or himself. In so hold- 


ing the court stated: “The test . . . is 
whether one can fairly say under all 
the circumstances that a particular type 
of organization has a character so im- 
personal in the scope of its membership 
and activities that it cannot be said to 
embody or represent the purely private 
or personal interests of its constituents, 
but rather to embody their common or 
group interests only.” 

It appears that the Fifth Amendment 
could be further limited in its applica- 
bility to administrative investigations by 
the so-called quasi-public records excep- 
tion. In Shapiro (335 U.S. 1 (1948)) the 
Supreme Court held that records re- 
quired to be kept by the Emergency 
Price Control Act became public and 
therefore could not be withheld from 
examination on the ground of self-in- 
crimination. It has not been decided 
whether records required to be kept pur- 
suant to the Internal Revenue Code and 
the applicable Regulations, are within 
this exception, but as one of the dis- 
senters in the Shapiro case pointed out, 
there is no reason for not applying it 
to any law requiring records to be kept, 
including Section 54(a) of the Internal 
Revenue Code of 1939. The public rec- 
ords doctrine, if followed in the tax 
field, 
scope of the Treasury’s investigative 


would increase immensely the 
powers, especially in fraud investigations 
where the Fifth Amendment most often 
comes into play. 


Accountants 


The accountant appears to be the 
most vulnerable of the third parties. 
Whether or not he is certified, the ac- 
countant like any other third person, 
cannot refuse to turn over the taxpay- 
er’s books and records if he has them 
in his possession when he is served with 
a valid subpoena, and a refusal to com- 
ply with such a subpoena may result in 
liability for criminal contempt. It is 
also well established that the accountant, 
like any other third party, cannot claim 
the privilege against self-incrimination 
for the taxpayer. Only if he claims it 
for himself can the accountant assert 
the Fifth Amendment privilege, which 
even then will extend only to such 
papers and documents as belong to the 
accountant or are in his possession in a 
purely personal capacity. 

Furthermore, the accountant does not 


have a privileged relationship with his 
client similar to the attorney-client priv- 
ilege. In Falsone (205 F.2d 734 (5th 
Cir.); cert. den:, 346 U.S. 864 (1953)), 
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the court quoted Wigmore in giving its 
reason for the denial of the privilege, 
saying: “The investigation of truth and 
the enforcement of testimonial duty de- 
mand the restriction, not the expansion, 
of these privileges. They should be 
recognized only with the narrowest lim- 
its required by principle. Every step be- 
yond these limits helps to provide, with- 
out any real necessity, an obstacle to 
the administration of justice.” 

Even though the rules and regulations 
of the Treasury Department grant to an 
enrolled agent the same rights, powers, 
. as an enrolled attor- 
ney, this does not 


and privileges . 
include the right to 
assert a privileged accountant-client re- 
lationship. Federal courts also disregard 
state law providing that communications 
between the accountant and his client 
shall be privileged, saying that such 
statutes are inapplicable to administra- 
tive proceedings between the taxpayer 
and the Federal government. Nor will 
the fact that the accountant is hired by 


an attorney make the accountant’s com- 
munications with the client or his rec- 
ords privileged. The two cases establish- 
ing this proposition are Himmelfarb 
(175 F. 2d 924, 939 (9th Cir. 1949), cert. 
den., 338 U.S. 860 (1949)), and Gariepy 
(189 F. 2d 459 (6th Cir. 1951)). In Him- 
melfarb a lawyer had engaged an ac- 
countant in connection with a tax fraud 
case against one of the lawyer’s clients. 
Che accountant had participated in sev- 
eral conferences with the attorney when 
the client was present. Later at the trial 
when the called as a 


accountant was 


Government’ witness, objection was 
made to the admission of his testimony 
because of the attorney-client relation- 
ship. However, the court held there was 
no privilege and analyzed the law as 
follows: (1) If the taxpayer disclosed the 
information to the accountant there was 
no privilege. (2) If the disclosures were 
made by the taxpayer to the attorney in 
the presence of the accountant, the tax- 
payer impliedly authorized the attorney 
to make disclosures and thereby waived 
the privilege. (3) If the attorney made 
the 
taxpayer’s consent 


accountant without 
the 


disclosures to 
the privilege 
would attach. 

The court in applying the second 
that 
countant’s presence was not indispens- 


rationale reasoned since the ac- 
able in order for the communication to 
be made to the attorney, no privilege 
attached. In the Gariepy case an ac- 
countant was forced to testify in a tax 


fraud case as to the source of certain 


income to the taxpayer. Although the 


accountant was not hired by the at- 
torney, the court reiterated the proposi- 
tion that the privilege would not apply 
even if he had been so employed. 

A rationale that has been successfully 
used to prevent pre-trial discovery of 
information relating to litigation be- 
tween two private parties, is the work 
product doctrine. Under this doctrine 
the attorney-client privilege has been 
held to apply to the employment of 
various experts by the attorney. Since 
the accountant is an expert in the prep- 
aration and analysis of financial rec- 
ords it seems logical that the attorney- 
client privilege should apply when he 
is employed by the attorney and the 
work performed is turned over to the 
attorney. It was so held in Colonial Air- 
lines, Inc., where suit was brought by 
the corporation against corporat? officers 
for the improper expenditure of funds. 
A firm of public accountants had com- 
the 
books. In holding that the report need 


piled an audit of corporation’s 
not be produced for copying, the court 
found that it was prepared at the re- 
quest of the corporation’s counsel in 
preparation for defense of another suit 
and in prosecuting the suit in qu*stion, 
and that the regular books were avail- 
able. The court reasoned that since the 
work was done in preparation for trial, 
the work product doctrine applied, and 
the produced. 
Whether this doctrine will be readily 
accepted by the courts when the problem 


report need not be 


involved is the collection of taxes rather 
than litigation between private parties 
is questionable. However, it appears to 
rest on firmer ground than the rationale 
of the Himmelfarb case. 


Accountant-attorneys 


As to the person who is both an ac- 
countant and a lawyer, the type of ser- 
vice performed for the client will de- 
termine the availability of the privilege. 
In Olender (210 F. 2d 795, 806 (9th Cir. 
1954)), the taxpayer employed a mem- 
ber of an accounting firm who was both 
a certified public accountant and an at- 
torney to prepare a net worth statement 
and income tax returns for him. When 
the accountant-lawyer later claimed his 
communications with the client 
privileged, the court held him to be en- 
gaged strictly in accounting work and 
denied him the privilege. In an earlier 
case it was held that an accountant who 


were 


later became the firm’s lawyer could not 
claim his communications at the time 
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he was an accountant to be privileged 
although he later rendered legal advice 
based upon that data. 

Although the accountant’s books and 
papers are actually transferred to an at- 
torney, such records are not privileged. 
As stated in American Jurisprudence, 
“The reason is obvious; the administra- 
tion of justice could easily be defeated 
if a party and his counsel could, by 
transferring from the one to the other 
important papers required as evidence 
in a case, thereby prevent the court 
from compelling the production of im- 
portant papers on a trial.” 

Nor is the accountant in a position 
to raise the objection that the examina- 
tion or investigation is unnecessary, 
since this objection is available to the 
taxpayer alone. Thus it appears that 
the accountant is practically defenseless 
when served with a valid subpoena. In 
only two situations will privilege apply. 
First, where information is communica- 
ted to the accountant by the attorney 
in the absence of the client and without 
the client’s consent. Second, where the 
accountant is both an attorney and an 


accountant, and has obtained the in- 
formation while performing legal ser- 


vices for his client. 


Attorneys 


The attorney is in a much better posi- 
tion to withhold information than any 
other third party, his best defense be- 
ing the attorney-client privilege. How- 
ever, the attorney cannot refuse to be 
sworn, but must assert the confidential 
privilege as the occasion arises. The 
privilege is not absolute, but extends 
only to documents and information re- 
ceived by the attorney while engaged 
in his professional capacity. For instance, 
where the lawyer had performed clerical 
and bookkeeping services in the hand- 
ling of a commercial bank account for 
his client, no confidential privilege at- 
tached. Nor does the privilege attach 
where the lawyer simply deposits funds 
in a bank for his client, or acts as a 


mere scrivener on transactions involv- 
ing the transfer of title to real estate. 
communications 
the 


crime—such as 


Similarly, privileged 


cannot be made to attorney in 


furtherance of a tax 
evasion—since such advice would not be 
rendering a service but 
rather would be participation in a con- 
spiracy. 

Anything the taxpayer himself can 
assert as being privileged can be with- 
held by the attorney if the information 


professional 
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or books and records are in the attor- 
ney’s possession. However, the attorney- 
client privilege does not attach to docu- 
ments solely because they are transferred 
to an attorney’s possession, whether the 
transfer is made by the taxpayer or 
some third party. If the question of 
privilege is in dispute undoubtedly the 
attorney will want to, or have to, turn 
over the documents to the district judge 
for a determination of whether the 
privilege is applicable. The decision of 
the court in this respect is usually held 
to be appealable 

Both the privilege and the right to 
waive the privilege are personal to the 
client. However, the attorney should 
keep in mind that the client will be 
deemed to have impliedly waived the 
privilege if a third person, not the at- 
torney’s clerk or secretary, is present 
when the communications between the 
client and attorney take place. 

Closely 


privilege is the need for privacy and 


allied to the attorney-client 


freedom from interference in prepara- 
tion of the client’s case for trial. This 
concept, embodied in the work product 
doctrine, is designed to protect the 
effectiveness of the lawyer’s preparation 
for trial and is incorporated into the 
Federal Rules of Civil Procedure en- 
compassing pre-trial discovery. We are 
dealing here with disclosures in an ad- 
ministrative proceeding and the applic- 
ability of the Rules is somewhat ques- 
tionable; moreover, at this stage of the 
examination little, if any, work will 


have been done in preparation for trial. 


Banks 


Banks constitute one of the majo 
groups upon which the Treasury makes 
demands for information and _ records. 
They too cannot assert the privilege 
against self-incrimination on behalf of 
the taxpayer, since this is a personal 
defense of the taxpayer. The unreason- 
able search and seizure prohibition of 
the Fourth Amendment has been held 
to be inapplicable. However, courts in 
fact do impose limitations on breath 
relevancy of subpoenaed information on 
the ground that the inquiry is oppressive 
or unreasonable. 

In United States ex rel. Sathre v. 
Third Northwestern Nat. Bank, (102 F. 
Supp. 879 (D. Minn. 1952), dismissed on 
stipulation of parties, 196 F.2d 501 (8th 
Cir. 1952)) a Special Agent of the Intelli- 
Unit records of 


gence wanted: “all 


cashier’s checks, bank money orders and 


certificates of deposit purchased by, en- 


October 1957 


dorsed by, or paid to or for [twelve or 
thirteen individuals] together with any 
and all such paid, cashed, or honored 
cashier’s checks, bank money orders and 
certificates of deposit and supporting 
documents and records.” Although the 
agent attached a note offering to check 
the records himself if the bank desired, 
the bank refused the offer and failed to 
obey the summons. The court held that 
the bank need not examine voluminous 
records for the purpose of finding cash- 
ier’s checks, etc., of a suspected evader, 
where there was no showing of reason- 
able grounds for belief that such items 
even existed. 


Pertinent records 


Likewise, a bank cannot be compelled 
to unfold voluminous records containing 
information concerning people whose 
tax liability is not under examination. 
In First Nat. Bank of Mobile (160 F.2d 
532 (5th Cir. 
[The agent] “may first obtain informa- 


1947)), the court said: 


tion as to what papers or documents are 
within the Bank’s possession relevant to 
the inquiry by interrogating, under oath, 
an appropriate officer of the Bank. Upon 
a satisfactory showing by the agent that 
certain pertinent records or documents 
have a bearing upon matters required 
to be included in the return unde1 
investigation, the Bank would be re- 
quired to produce them for the inspec- 
tion of the agent, whereupon the agent 
would determine for himself whether or 
not they were relevant to his needs and 
take copies thereof if he so desired.” In 
so stating, the court modified the origi- 
nal order to produce, by confining it to 
records relevant to the taxpayer unde 
investigation rather than allowing the 
original order which requested records 
irrespective of whether such records also 
pertained to similar transactions [be- 
tween the bank and] other persons o1 
firms. 

As early as 1928 it’ was held that the 
depositor had no proprietary interest in 
a bank’s books or records and, at most, 
could claim that such records should not 
be disclosed for the purpose of inflict- 
ing deliberate injury upon him. In that 
case the agent asked for records of de- 
posits and withdrawals of a certain tax- 
payer for a period of two years. The 
court in upholding the agent reasoned 
that a proceeding to obtain the informa- 
tion invaded no rights of the depositor 
under the Fourth Amendment as to un- 
reasonable searches and _ seizures. Nor 
could the bank refuse production of the 


records on the basis that some of the 
entries would relate to transactions of 
persons whose tax was not under in- 
vestigation. 

In summary, banks must generally 
obey the subpoena, but can refuse if 
they show: (a) that the request is un- 
reasonably broad in scope; (b) that the 
records sought are not readily identifi- 
able and conveniently obtainable; (c) 
that they are not relevant to the in- 
quiry; (d) that previous investigations 
of the same records have rendered fur- 
ther investigations unnecessary or op- 
pressive; (e) or that the revenue agent 
has acted arbitrarily, capriciously, or 
with any motive other than to make a 
lawful examination. 

One area of uncertainty relative to 
banks as third parties is the application 
of the inquisitorial powers to informa- 
tion contained in safe deposit boxes. 
However, since the normal contract be- 
tween the bank and a safe deposit box 
renter places the renter in control, it 
would seem that a demand to produce 
the contents of a safe deposit box would 
have to be made upon the renter rather 
than the bank. 


Employers 

Most employers have a wealth of in- 
formation concerning their officers and 
employees and therefore are frequently 
internal 
agent’s inquiry. In Local 174, Interna- 
tional Brotherhood of Teamsters, AFL- 
CIO, (240 F.2d 387 (9th Cir. 1956)), the 
Internal 


the subject of an revenue 


Revenue Service suspected 
fraud in the tax return of one of the 
union’s employee-oficers and was_ in- 
specting union records to verify its be- 
liefs. However, the Court of Appeals 
held the district court’s order to produce 
any and all cash books, day books, bank 
deposit slips, cancelled checks, check 
stubs, loan ledger cards, individual pay- 
roll records, financial statements, and 
tax returns for a ten-year period to be 
arbitrary and unreasonable. In denying 
the order the court said there was no 
showing that any specific item or docu- 
ment was relevant to the investigation, 
material to the inquiry, or that the docu- 
ments were in the possession of the 
union. A vigorous dissent rejected the 
majority’s position except as to the un- 
limited itime factor. Categorizing the 
majority as students of the old school of 


thought on the scope of administrative 
investigations, the dissent emphatically 
pointed to the more recent liberal treat- 
ment of such ‘investigations. He sug- 
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gested that the holding severely cur- 
tailed the administrative power of in- 
vestigation and completely ignored the 
public interest. Since the order for the 
production of the records did not con- 
fine itself to records pertinent only to 
the official under investigation, the hold- 
ing appears consistent with the recent 
cases. However, since the Internal Reve- 
nue Service sought to prove that the 
official had never repaid loans made to 
the order 


him, it is doubtful whether 


could have been drafted in any other 


form and still have obtained the neces- 


sary information. In this respect the dis- 


sent seems to see the realities of the 
situation and would appear to reach 
the more practical result. 

In Boren v. Tucker, (239 F.2d 767 


9th Cir. 1956)) the request to the em 
ployer-corporation was to produce for 
examination, copying 
the journal, 
cash journal, general ledger, and pay- 


photostating or 
photographing, general 
roll records and checks bearing certain 
signatures, all for a six-month period. 
Che examination was being conducted 
in connection with the income tax lia- 
bility of the corporation’s president and 
vice-president, who were husband and 
wife. In upholding the civil contempt 
of the two officers and the corporation 
itself, the court held that the examina- 


tion was not a re-examination but a 
continuation of a previous examination; 
that an examination included the right 
to photostat the records; that the exam- 
ination was not precluded by the possi- 
bility that a criminal prosecution might 
arise from it; and that the facts showed 
that the records were reasonably rele- 
vant and material. One of the major 
reasons the order was found proper was 
the relatively short period covered by 
the requested records. 

It appears that the employer, as well 
is other third parties, will be better ad- 
vised to base his refusal to produce the 
demanded information upon the ground 


that the scope of the examination was 


unduly broad, rather than upon the 
possible tax or criminal consequences 
that might arise from furnishing the 


records specified by the IRS. 


Business associates 
Those who engage in business trans- 
actions with the taxpayer may also be 
records 
the 
payer is sought. This is so even though 


compelled to produce their 


when information regarding tax- 


the books and records of the associate 


may have been examined with respect 


to his own tax liability on a previous 
occasion. 


Hospital records 


Hospital records are another source 
of information which the Internal Reve- 
nue Service may obtain upon a proper 
request. In the case of In re Albert Lind- 
ley Lee Memorial Hospital, (209 F.2d 
122 (2d Gir. 1953)) the agent was seek- 
ing information relative to a doctor's 
income tax liability. The court allowed 
examination of the hospital records to 
obtain the names and addresses of pati- 
ents, although the court said the nature 
of the patients’ illness should not be 
disclosed to the agent. The court went 
on to say that as to any subsequent in- 
terrogation of the patients, “The public 





Taxpayer's opening net worth accepted. 
The 


payer’s income from his increase in net 


Commissioner reconstructed tax- 
worth plus expenditures. The only ques- 
tion in issue was the amount of opening 
net worth. Upon the facts, the court 
accepts taxpayer’s testimony that he had 
purchased certain heavy equipment be- 
fore the years at issue here so that they 
were to be included as assets in open- 
ing net worth. Peterson, TCM 1957-96. 
Summary judgment refunding penalties 
improper; issue of willfulness was con- 
troverted. The 


judgment to taxpayer suing 


district court granted 
summary 
for refund of penalties for failure to 
pay over withholding tax. He was presi- 
willful 


failure to collect, account for and remit 


dent of a company accused of 
withholding taxes of employees. Penal- 
ties had also been paid by taxpayer per- 
sonally. The circuit court orders a trial 


on the controversial issue of willfulness. 


Gardner, CA-9, 5/23/57. 
“Routine” examination of lawyer in 


search for IRS wrongdoing is trickery 
barring evidence of his evasion. The 
IRS suspected some of its own personnel 
of wrongdoing and a special team of 
agents from other areas began an in- 
vestigation. Taxpayer here, a_ lawyer, 
Accord- 
ingly, examination of his affairs was 


was thought to. be involved. 
begun and it was represented to him as 
routine. While no evidence of improper 
dealings with IRS personnel was un- 
covered, tax evasion was discovered, and 
indicted. He 


taxpayer was moved for 
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interest in the collection of taxes owing 
by a taxpayer outweighs the private 
interest of the patient to avoid embar- 
rassment resulting from being required 
to give the revenue agent information 
as to fees paid the attending physician.” 
In Gretsky v. Basso, (136 F. Supp. 640 
(D. Mass. 1955)) a hospital treasurer was 
also required to produce the records 
desired by an agent, although the agent 
was specifically instructed not to copy 
the the 
record. courts in 


nature of illnesses 
The the 


the hospital cases is that since the doc- 


any from 


rationale of 


tor-patient privilege does not prohibit 
the disclosure of the names of the doc- 
tor’s patients, the hospital should also 
be required to disclose the names of its 
patients. ; 


suppression of the evidence the agents 
obtained on the ground it was obtained 
by misrepresentation and the examina- 
tion was an unlawful search under the 
Fourth Amendment. The judge orders 
the evidence suppressed. The search for 
criminal evidence under the guise of a 


routine examination was trickery. To 
secure evidence without making dis- 


closure when crime is suspected is a 


fraud and violation of constitutional 
rights. Taxpayer’s action in permitting 
the agents to keep the records after his 
true position was revealed was not a 
return of the 
agent had examined 
them would be a nullity. Wheeler, DC 


Pa., 3/20/57. 


ratification. To demand 


books after the 


Government can use husband’s records 
given it by estranged wife. Taxpayer's 
wife, without his knowledge or consent, 
and while their divorce was pending, 
turned over her husband's business 
records to the Service. Taxpayer was in- 
dicted for failure to file income tax re- 
turns, but the district court ordered the 
records so obtained be suppressed. This 
court reverses that order. The Govern- 
ment merely turned 


accepted papers 


over to it. It made no wrongful search 


or seizure. Ashby, CA-5, 6/14/57. 


Used car dealer’s gambling winning de- 
termined. Taxpayer was a_ used 
dealer. Net worth computations for 
1946-1948 showed a $700 discrepancy for 
1947 which the court sustains. For 1949 


and 1950, however, the Commissioner re- 


car 


computed income by adding back cer- 
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tain checks issued by another business- 


man with whom taxpayer frequently 


gambled for high stakes and from whom 


taxpayer usually won. However, the 
court reduced the addition for 1949 
from $13,000 to $2,000 and for 1950 


from $46,000 to $24,000. Fraud penalties 
for these two years are upheld. Corum, 
TCM 1957-111 


Criminal prosecution for non-payment 
valid despite filing of return. Taxpayer 
had filed returns for 1954 and 1955, but 
didn’t pay the tax. He was indicted for 
wilfully failing to pay. He asked that the 
dismiss the 


court proceding on the 


ground that enforcement of the law 
against him was discriminatory. It was 
shown that in this particular district 
there had never been another criminal 
prosecution against a taxpayer who had 
filed a timely return but not paid the 
tax and that there are currently pend- 
ing in all district courts in the country 
only two such cases. The court observes 
that failure to enforce the law against 
all criminals is no defense to one prose- 
cuted and refuses to dismiss. Palermo, 
DC Pa., 5/31/57 


Builder’s total understatement of in- 
come was $100,000 in four years. The 
Commissioner asserted deficiencies based 
on net worth computations for 1948- 
1951. Taxpayer asserted that his records 
for his construction business were ade- 
quate and correct but the court holds he 
did not meet his burden of proving they 
were since the Commissioner determined 
they were not. In the net worth compu- 
tation itself the taxpayer did not show 
it was unreasonable, nor that leads were 
ignored, nor was there error in compu- 
tation. Penalties for failure to file esti- 
mates and one return, and for substan- 
tial underestimate are also 
Harp, TCM 1957-105. 


assessed. 


Fraud in ship chandler’s overstatement 
of commissions to ships officers. Tax- 
payer sold supplies to ocean-going ships 
and claimed commissions paid to the 
ships officers. The court finds that all 
ship chandlers pay commissions 
and that they are an ordinary and neces- 


such 
Sary expense. However, the amounts 
claimed by taxpayer varied from 9% to 
17% of sales and the court finds that 
this is a fraudulent overstatement, the 
The 
court notes that it is possible to make 
errors in estimates but the large differ- 
ence here, plus taxpaver’s business abil- 


customary commission being 5%. 
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ity, shows the cause to be fraud. Valetti, 
28 TC No. 75 


Fraud conviction by net worth method 
sustained. Taxpayer operated a pawn- 
shop. Once a month a bookkeeper wrote 
up the books from memoranda supplied 
by the taxpayer. Most of the income and 
expenses of the business were in cash 
unable to 
verify them. The Government computed 
taxpayer’s income by the net worth 
method. 


and revenue agents were 


Defendant’s nonbusiness ex- 
penditures over the four-year period in- 
volved in the indictment exceeded re- 
ported income by $280,000, which tax- 
payer explained by saying he had a 
large cash hoard, accumulated in prior 
years. Conviction for willful evasion is 


affirmed. Epstein, CA-6, 7/2/57. 


Jury finds doctor fraudulently under- 
stated income. Few facts are reported. 
Taxpayer paid deficiencies, interest and 
fraud penalties and then sued for re- 
fund. The jury finds underpayment and 
fraud. Harris, DC Ga., 6/19/57. 


Can’t suppress evidence under Fifth 
Amendment prior to indictment. Tax- 
payer alleged that the district attorney 
was about to ask for his indictment and 
he sought a court order to suppress evi- 
dence—his books and records, delivered 
to Special Agents after, he claimed, the 
collector had assured him he did not 
consider the case appropriate for prose- 
cution and that taxpayer would be safe 
in turning over the records. The court 
reviews cases in other circuits which 
have suppressed evidence in the pre- 
indictment stage when violation of the 
Fifth (self-incrimination) 
was involved. Rules of Criminal Proce- 
dure allow suppression when the Fourth 
Amendment (unreasonable search) is in- 
volved. The court concludes that if pre- 
indictment suppression should be 
allowed for the Fifth Amendment, it 
should come about by amendment of 
the rules—not decisions. However, lest it 
be in error on this point, the court con- 
siders the case on its merits. The district 
court found as a fact that there was no 
misrepresentation or trickery and that 
the books were handed over voluntarily. 
It cannot say that finding was erroneous. 
Biggs, CA-6, 7/5/57. 


Amendment 


Income tax evasion is a felony, not 
misdemeanor. Following Achilli, decided 
May 27, 1957 by the Supreme Court, the 
court holds there was no error in in- 


dicting taxpayer for income ‘tax evasion 
under the felony statute. McDonald, 
CA-10, 6/20/57. 


Net worth used to determine oculist’s 
income. The Tax Court held that the 
net worth method was justified in de- 
termining the taxable income of an 
oculist and eye surgeon whose profes- 
sional receipts as recorded in a receipt 
book failed to reconcile with the actual 
deposits, and who produced no records 
from which the total amount received 
from operations could be determined. 
The Tax Court upheld the fraud 
penalty, concluding that taxpayer in 
preparing and filing his return was 
aware that they were not true. The cir- 
cuit court affirms. Consistent failure to 
report substantial amounts of income 
over a period of years, standing alone, 
is effective evidence of fraudulent in- 
tent. With regard to the use of the net 
worth method, the circuit court holds 
that the fact that the books on their 
face appear adequate does not preclude 
the use of the net worth method. The 
net worth method may be used to test 
the correctness of the books and also as 
evidence of the amount of unreported 
income. Schwarzkopf, CA-3, 7/10/57. 


Income of gamblers reconstructed from 
commissions paid out. The Tax Court 
sustained the Commissioner’s determina- 
tion of the gross profit of a betting 
syndicate by multiplying the commis- 
sions paid to “runners” by four, since it 
was shown that they were given bonuses 
totalling 25% of the retained gambling 
profits. This court affirms. Nowland, 
CA-4, 5/15/57. 


Fraud penalty assessed against gambler. 
A gambler prepared his tax returns by 
the “expenditures” method, reporting as 
income his total personal expenditures 
for the year. The available records, al- 
though incomplete, showed considerably 
more gross receipts from gambling op- 
erations than that reported. The Com- 
missioner is sustained in his imposition 
of the fraud penalty. Sullivan, TCM 
1957-131. 


Use of formulas to reconstruct gambling 
income upheld. Taxpayers were part- 
ners in a casino which provided gambl- 
ing facilities on an extensive scale. Be- 
cause of lack of adequate records, the 


Commissioner reconstructed the part- 


nership income by using the following 
formulas based on nationwide exper- 
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ience: 12% of gross amount bet for com- 
puting winnings on the “horse-book”; 
79%, of gross amount played for com- 
puting winnings from the slot machines; 
and ten times salaries paid for comput- 
ing winnings from the dice games. The 
court sustains the determination as rea- 
sonable in the absence of any evidence 
on taxpayer’s part showing the deter- 
mination to be erroneous. One dissent. 
He would say the taxpayers had shown 
the Commissioner’s formulas were arbi- 
trary. This shifted the burden back to 
the Commissioner and he did not then 
show his estimates were reasonable. Del- 
santer, 28 TC No. 94. 


Diversion of corporate funds fraudu- 
lent. Taxpayer Clark was president and 
controlling stockholder of a corporation 


engaged in the wholesale plumbing 
business. Koyl was vice president and 
owner of the rest of the stock. Sub- 


stantial amounts of income 


were unrecorded and unreported for tax 


c orporate 


purposes. The court finds that taxpayer 
was the chief perpetrator of various 
schemes to siphon off corporate earnings 
and admittedly withheld large sums. It 
upholds the Commissioner's treatment 
of such diversions as informal dividends 
to taxpayer in an approximate relation- 
ship to his stockholdings. Taxpayer's 
include his re- 
turn is held to be false and fraudulent 
with intent to evade taxes. Clark, TCM 
1957-129; Koyl TCM 1957-130. 


failure to the sums in 


can’t 
The 
Supreme Court finds that prosecution in 
the famous tax-fixing case was barred by 
the statute of limitations. The Govern- 


Grunewald conspiracy outlawed; 
be extended to concealment. 


ment had argued that acts of conceal- 
ment of the conspiracy, which had oc- 
curred within three years of indictment, 
were themselves acts of conspiracy. The 
Supreme Court refuses to permit such a 
widening of the scope of conspiracy; it 
would indefinitely extend the statute of 
limitations in practically every criminal 


case. Grunewald, Sp. Ct., 5/27/57. 


Fraud in politician’s failure to report 
fees as tax consultant. In 1939 to 1943, 
the years in issue, taxpayer was director 
of purchases and industrial engineer for 
the City of Newark and treasurer of a 
The Commissioner 
produced evidence of payment to him of 
$40,000 dollars paid by three 
affiliated companies on invoices he sub- 
mitted as tax consultant for services in 


Democratic club. 


about 


connection with Jersey City taxes. The 
Commissioner also offered net worth 
computations to show that taxpayer re- 
tained the funds though he argued that 
he paid part to lawyers associated in 
the work and the balance was a political 
contribution. The court finds that tax- 
payer received and kept the funds, and 
that the omission of them from his re- 
turns was due to fraud. Ridenour, TCM 
1957-126. 


Confused records didn’t support tax re- 
turns; negligence penalty sustained. The 
revenue agent examining taxpayer's re- 
turns testified that the records were in 
such a confused state it was impossible 
to determine how the amounts of in- 
come reported had been determined 
and that numerous corrections and ad- 
justments had to be made. The court 
sustains negligence penalties for all the 
years in issue. Perkins, TCM 1957-128. 


Understatement and fraud proved 
though had been destroyed. 
Despite its decision in this case at TCM 
1956-251, the court permitted a new 
argument—that the finding of fraud in 
1942 must be reversed because the Com- 


return 


law, 
destroyed taxpayer’s 1942 return. The 
court holds that the IRS index records 
notation that the 1942 return showed no 
tax, together with the accountant’s copy 


missioner had, as permitted by 


showing a loss, is proof that taxpayer re- 
ported no income. The court refuses to 
disturb its decision. Samkoff, TCM 1957- 
123. 


Stockholder diverted funds to personal 
account; fraud sustained. The 
finds fraud in the returns filed by both 


court 


a corporation and its stockholders. The 
corporation operated taxicabs, busses, 
limousines, etc. Its records were kept by 
a full-time bookkeeper whose work was 
supervised (though not audited) by a 
CPA firm which prepared the tax re- 
turns. In 1946 one of the employees of 
the accounting firm became suspicious 
that all of the receipts of the business 
were not deposited in the regular bank 
accounts, but were going into an ac- 
count of the wife of the sole stockholder. 
By 1948 he 
showed that some 


sure of it and 
$10,000 
verted in that year. Correction of the 
books was made and the return filed in- 
cluded that income. The Commissioner 
examined the returns back to 1942 and 
asserted deficiencies and fraud penalties. 
The corporation argued that the stock- 


was 


was so di- 
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holder-executive was ignorant of ac- 
counting matters and relied on the ac- 
countants to include its income from all 
sources. The court finds, however, that 
the concealment was deliberate and that 
the accountants were purposely mis- 
informed. The sustains the de- 
ficiencies and fraud penalties. The with- 
drawals, it also holds, should be treated 
as dividends on the personal returns, to 


court 


the extent of available earnings and 
profits. Bender, TCM 1957-121. 


Court accepts books, not net worth esti- 
The 


mates. Commissioner made net 
worth computation for the years 1946 
through 1950 and asserted large de- 


ficiencies and fraud penalties. Absent 
fraud, all the years but 1950 would be 
closed. Taxpayer operated a moving pic- 
ture theatre for which detailed and ap- 
parently complete books were kept by 
employees. The Commissioner showed 
income. The court 
noted substantial errors in the net worth 
computations. It that tax- 
payer’s books are more reliable evidence 
that the net worth estimates and that 
no fraud was shown. 1950 it sus- 
tains a deficiency but no fraud penalties. 
Lea, TCM 1957-119. 


no other source of 


concludes 


For 


No deficiencies in years unreported in- 
come was offset by kickbacks. For four 
of the six years in issue the court found 
that income was 


understated it should be allowed deduc- 


though taxpayer’s 
tions tfor kickbacks paid to ships officers 
on sales of goods they purchased for the 
ships. In two other years, however, the 
unreported income was greatly in excess 
of the unrecorded kickbacks. Finding 
that taxpayers must have been aware of 
the understatement, the 
court sustains both the deficiencies and 
the fraud penalties. Richardson, TCM 
1957-122. 


substantial 


Fraud penalties imposed on garment 
contractors. Taxpayers conducted a gar- 
ment contracting business as partners. 
They performed all their services for 
two manufacturers during 1944-1945. A 
comparison of the purchases recorded 
on the books of the manufacturers with 
the sales account on the partnership 
books revealed understate- 
ments of income. Taxpayers also failed 
to report any income from their stock 
brokerage accounts and made no ap- 
pearance at the trial. The court sustains 
the Commissioner’s imposition of fraud 
penalties. Seif, TCM 1957-136. 


consistent 
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Supreme Court rules Tax Court does 


not have inherent judicial power 


. ee STATUS OF the Tax Court has 
been in question lately and_prac- 
titioners awaited the Supreme Court de- 
cision in the 
While the 
not the 


Lasky case with interest. 


point at issue, whether or 


Tax Court has the inherent 


judicial power to decision, 
seems quite technical, the powers of the 


Tax Court take 


vacate a 


on importance in the 
light of current proposals to transfer its 
function to a new court to give judicial 
review to administrative agencies. There 
has been a flare-up of interest recently 
in the perennial question of whether or 
not appeals from the Tax Court should 
fan out to the nine circuits, with all the 
problems that brings of consistency and 
uniformity. 

Before the Lasky decision came down, 
Harry J. Rudick, writing in the New 
York University Law Review 
American Law, 
cast an affirmation. 


Annual 
Survey of correctly fore- 
The Supreme Court 
did it the way he saw it — it affirmed, 
citing merely the Northern Coal and 
Simpson cases, which held that the BTA 
had no power to grant a rehearing after 
its decision became final. The Supreme 
Court thus avoided the issue of whether 
or not the The 
gives Mr. Rudick’s 
analysis of the problem in advance of 
the Supreme Court 


Tax Court is a court. 
following excerpt 
decision since 
handed down. 


“By statute the Tax Court is ‘an 


independent agency in the Executive 
1 Int. Rev. Code of 1954, 7441. 

2Int. Rev. Code of 1954, 7442. 

%Int. Rev. Code of 1954, 9§7481(1), 7483. 

* Katz v. Commissioner, 188 F.2d 957 (2d Cir. 
1951). 

5235 F.2d 97 (9th Cir.), cert., 352 U. S. 889 
(1956). 


®219 F.2d 610 (6th Cir. 1955). 

7 White’s Will v. Commissioner, 
(3d Cir. 1944); Monjar v. Commissioner, 140 
F.2d 263 (2d Cir. 1944); Sweet v. Commissioner, 
120 F.2d 77 (1st Cir. 1941). 
§122 F.2d 324 (9th Cir.), 312 U. S. 
697 (1941). 

® Revenue Act of 1926, §1005(a), 44 Stat. 110. 

10 Helvering v. Northern Coal Co., 293 U. S. 
191 (1934). Cf. R. Simpson & Co. v. Com- 
missioner, 321 U. S. 225 (1944). 


142 F.2d 746 


cert. den., 


Branch of the Government.’! It has 
jurisdiction only as conferred upon it 
by the Internal Revenue Code.? The 
Code provides that a decision of the 
‘final’ within three 
months after a decision is rendered un- 
less within that time an appeal is filed 
to the United States Court of Appeals.* 

“Courts have the inherent power to 
vacate their decisions and this power 
is confirmed in rule 60(b) of the Federal 
Rules of Civil Procedure. The Federal 
Rules, do not apply to the 
Tax Court because 


Tax Court becomes 


however, 
of its status as an 
executive agency.4 Is the Tax Court, 
with inherent 
power to vacate its decisions? In Lasky,5 
the Ninth Circuit decided that the Tax 
Court does 


nevertheless, a court 


not have such power, but 
the Sixth Circuit, in Reo Motors,® had 
decided that it does. 

“The facts in the Lasky case are that 
on April 8, 1954, a decision was entered 
against the taxpayer by the Tax Court. 
Due to excusable neglect through mis- 
filing of the decision in the office of 
taxpayer's attorney, the three- 
month period for filing an appeal was 
allowed to run. 


former 


Four months after the 
entry of decision, taxpayer filed a mo- 
Tax Court to vacate the 
earlier decision and for the taking of 
additional The 
reconsideration the 


tion in the 
evidence. motion was 
granted and after 
Tax Court rendered a second adverse 
decision. From this decision the taxpayer 
appealed. The circuit court dismissed on 
the ground that it had no jurisdiction to 
review the second decision because the 
Tax Court had no power to set aside its 
first decision which had become final. 
“It seems likely that the Supreme Court 
will affirm the Laskey case. Aside from 
the Sixth Circuit in the Reo Motors 
case, the four other circuit courts which 
have considered the question have all 
concluded that the Tax Court had no 


inherent judicial power to review its 
decisions and that its decisions become 
‘final’ within ninety days if not ap- 
pealed.7 The Ninth Circuit had previ- 
Swall.8 
the Supreme Court has in 


ously decided this same issue in 
Moreover, 
decisions involving its own power to 
grant rehearing of its own judgments 
affirming decisions of the Board of Tax 
Internal 
‘final’ 30 days 
of the mandate 
by the Supreme Court,® held that it had 
no power to grant a rehearing after the 
expiration of the 30 days.1° It would 
thus seem 


Appeals, which under the 


Code became 


after which 


Revenue 
issuance 


that even if the Supreme 
Court were to hold that the Tax Court 
had inherent judicial powers, it would 
not necessarily permit the Tax Court 
to vacate its judgment after the expira- 
tion of the 90-day period provided 
by the Code for the decision to become 
‘final.’ ”’ i 
When the Supreme Court decided the 
Lasky case it affirmed the circuit court, 
merely Coal and 
Simpson cases Mr. Rudick discussed. 


citing the Northern 


Tax litigation increases; 
backlog of cases lessens 


Tue Tax Division of the Department of 
Justice made continued progress in re- 
ducing its backlog of pending cases dur- 
ing the first six months of 1957, despite 
a heavy increase in the volume of incom- 
both civil and criminal, ac- 
Attorney 
The workload was re- 


ing work, 
cording to Assistant 
Charles K. Rice. 
duced by more than 800 cases 


General 


and that 
the cut during the past three years has 
exceeded 2,000 cases. During that time, 
he said, the new business of the Division 
has increased by about 30 per cent. 
Tax Division 
has had an increase in new business in 
every year except one since 1947, Mr. 
Rice said: 


Pointing out that the 


“It seems conservative to predict that 
there will be an increase of at least 10% 
in new tax litigation in each of the 
next three years. The combination of 
high tax rates and peak business activity 
are factors likely to produce increased 
litigation, along with the legal problems 
growing out of the Korean war excess 
profits tax law and the 1954 Code.” 

Mr. Rice also commented on the great 
increase in the dollar volume of new 
tax litigation. He said that in 1947 the 
average new case received in the Divi- 
involved $60,000, 


sion whereas 


today 
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the average new case involves $148,000. 
\s a result, he said that the total amount 
involved in civil tax litigation in the 
Department has grown to nearly $700,- 
000,000. 

On Mr. Rice said 
that more convictions were obtained in 


the criminal side, 


the first six months of 1957 than in any 
comparable period in the Department's 
history. Referring to the close teamwork 


between the Department of Justice and 
the Internal Revenue Service in the 
development and prosecution of such 
cases, he said that the results obtained 
in 1957 clearly reflect the stepped-up 
activity of the Service in the tax evasion 
field. He added that it is reasonable to 
expect that an even larger number of 
cases will be referred to the Department 
6f Justice in the next two or three years. 


Ways & Means Committee to hold broad 


tax revision hearings 


T \X PRACTITIONERS are invited to pre- 
sent their views on revision of the 
tax laws at hearings to be held by the 
Ways & Means Committee in Washing- 
1958, Jere 


Cooper, chairman, has announced. This 


ton beginning January 7, 
is the first hearing on general tax re- 
1953. 

“I feel that it is most important for 


vision since 


the Committee to give the Treasury 
Department and taxpayers an oppor- 
tunity to appear before the Committee 
hearings and 


in public testify as to 


any problems which their experience 
may have developed under the applica- 
tion of the 1954 Code,” Mr. Cooper said. 
“In addition, I feel that the Committee 
should give taxpayers an opportunity to 
appear and testify on general tax re- 
vision, including the effect and distribu- 
tion of present tax burdens. There are 
the Committee 
bills, the 


jority of which are tax measures. Indi- 


pending before some 


fifteen hundred great ma- 
viduals, organizations, and associations 
are very interested in having hearings 
held on these various proposals. The 
hearings will be broad and general and, 
of course, will also cover any specific 
proposals, on which the interested pub- 
lic may desire to comment. It is my 
hope that by making this announce- 
ment well in advance of the scheduled 
hearings interested persons will devote 
time and study to tax revision and give 
the the their 


Committee benefit of 


recommendations and suggestions.” 


Where to submit requests 


Persons and organizations interested 
in appearing and testifying should sub- 
mit their request to the Clerk of the 

1102 New Office 
House of Representatives, 
C., by December 2, 
1957. In those cases where witnesses de- 


Committee, House 
Building, 


Washington, D. 


in January 


sire to comment on specific provisions 
of the Code, it is requested that their 
testimony be so organized as to set 
forth the specific provisions on which 
they plan to comment. The prepared 
statements should contain topical head- 
ings and subheadings indicative of the 
points to be made in the text and refer 
to the specific sections of the Code to 
which testimony is directed. It is also 
requested that the prepared statements 
be arranged in topical order identifying 
the particular subject to which the state- 
ments are directed. This will permit the 
Committee and the staffs to readily cite 
testimony to specific provisions of the 
Code 
which testimony is directed. It is re- 
quested that a brief digest of the testi- 


and the particular subjects to 
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mony be set forth on the concluding 


pages of the statements. ’ 


Why the IRS doesn’t acquiesce 


or appeal all decisions 

ComPLAINT that the Commissioner non- 
acquiesces in some decisions of the Tax 
the 
tioners Advisory Group to the Mills 
Committee recently [See 7 JTAX 31]. 
The practitioners want the IRS to either 


Court was registered by Practi- 


acquiesce or appeal in every case. 
Now Fred C. Scribner, Jr., Assistant 

Secretary of the Treasury, explains that 

this situation is not all that meets the 


eye. He told the Tax Section of the 
American Bar Association in New York 
recently that (1) there are very few 


non-acquiescences, and (2) there is good 
reason for them. 

In 1956. he said, 88% of Tax Court 
the 
acquiesced, 8% were appealed, leaving 
only 12 


decisions Commissioner lost were 
cases neither appealed or ac- 
quiesced. 

The chief reasons for these few being 
non-acquiesced, he said, were either that 
Regulations were in the works cover- 
ing the point, that legislation might be 
pending which would cover the point, 
or that the IRS had actually wanted to 
appeal but had to abide by the de- 
cision of the Department of Justice, 
which had final authority and its own 
reasons for not wanting to appeal a 
particular case with its particular facts. 


New procedural decisions this month 


Refund claim relied on wrong contract. 
Several taxpayers were parties to a series 
of contracts as they changed their 
methods of exploiting a patent on the 
invention of one of them. The inventor 
himself based his claim on a 1949 agree- 
ment and is allowed capital gain on the 
ground that the transfer there was a 
sale. Others presented only a 1946 agree- 
for refund. The 
court holds they may not offer the 1949 


agreement in 


ment in their claim 
it would be a 
ground not presented in the 


Gruber, DC Ore., 5/31/57. 


the suit; 
claim. 


Actual owner of stock in street name 
must itemize dividends. The record own- 
er of stock who is not the actual owner, 
for example brokers in whose name cus- 
tomers’ stock is held, must report the 
actual owner and amounts of dividends 
received. Though that report need not 





itemize the receipts, the owner must 
itemize the dividends on his income tax 
return. Spec. Rul. 7/11/57. 


IRS won't testify in private litigation. 
The Regulations provide that Internal 
Revenue officers may not, without per- 
mission of the Commissioner, testify 
about facts they learned in their official 
capacity. Authority to testify will not 
be given in litigation which does not 
the Rev. Proc. 


concern Government. 


57-24. 


Appellate Division jurisdiction extended 
to excise and employment tax cases. 
Procedures for protests and conferences 
before a Regional Appellate Division in 
unagreed excise and employment tax 
cases has been revised and made uni- 
form with income tax administrative ap- 
peals procedures. Rev. Proc. 57-26. 
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INCOME TAXATION OF 


Trust & estates 





Some pitfalls to avoid if you seek 


advantage from short-term trust 


by HOWARD O. COLGAN, JR. 


The short-term trust rules in the 1954 Code were hailed as making simple and 


certain this powerful family tax saving device. Mr. Colgan, writing in the Trust 


Bulletin, evaluates the new rules in view of the passage of time, and finds them 


still good. His comments, excerpted below, will help the expert weigh the highly 


technical points and the generalist to think constructively about the use of such 


trusts. 


ips INJECTION of provisions into the 
Internal Revenue Code relating to 
the income taxation of short-term trusts 
caused many to rush into print. The 
tax advantages which were hailed were 
legion. It seems a good idea, after two 
years, to tap the keg again to see 
whether after a time for reflection the 
wine still seems so sweet. 

Che short-term trust provisions which 
prompted the original flurry are the 
provisions in Section 673 under the cap- 
tion “Reversionary Interests.” Broadly 
paraphrased, they say three things. First, 
the grantor is to be treated as the owner 
of a trust in which he has a reversion- 
ary interest in corpus or income if such 
interest can be expected to revest in 
him within ten years from the date of 
the transfer in trust. Of course the at- 
traction here is in the implication that 
there is clear income tax sailing if the 
reversion to the grantor cannot occur 
within the ten-year period. Coupled 
with this main provision is the subsidi- 
ary provision in Section 673(c) that the 
grantor is in the clear if his reversion- 
ary interest will not take effect until 
the death of the person to whom the 
income is payable, with the implication 
springing from this that even though 
the income beneficiary is not long for 
this world and certainly not for ten 
years, all is well with the grantor of 


such a trust. And finally, there is the 
two-year giveaway encouragement of 
Section 673(b) which puts in the clear a 
trust in which the grantor has a rever- 
sionary interest but the income is pay- 
able for a period of at least two years to 
a beneficiary which is either (a) a 
church or a convention or association 
of churches, or (b) an educational or- 
ganization having a regular faculty, cur- 
riculum, and student body, or (c) a 
hospital. 

Except for the last-mentioned provi- 
sion relating to two-year charitable and 
educational trusts, none of these provi- 
sions on short-term trusts actually rep- 
resents a very drastic departure from the 
pre-1954 law. Their appeal and _ their 
virtue lie more perhaps in the fact that 
they represent the importation of some 
certainty of result in an area which has 
been unsettled and subject to a great 
deal of backing and filling for the four- 
teen years that had elapsed since the 
decision in Helvering v. Clifford. 

The change in the law from the 
“Clifford” provisions in the Regulations 
to the 1954 Code Sections did not rep- 
resent a too startling transmogrification. 
The old ten-year rule was retained; the 
fifteen-year rule was dropped; the nar- 
rowly proscribed two-year rule on chari- 
table trusts was added. The permissible 
measurement of a reversionary trust by 


the life of the income beneficiary is 
also a carry-over from the 1939 Code. 

Against this background we may 
weigh the advantages and disadvan- 
tages in short-term trust tax planning. 
The chief disadvantage may be gift tax 
cost. We’ll return to that later. Let’s 
look first at the advantages. 

It may be well to list first some of 
these heralded advantages and then take 
them up in more detail. These are not 
original with the author. They have 
been drawn from a number of sources 
including those listed in the bibliogra- 
phy at the end of this article and their 
mention does not imply endorsement: 

1. Shift income from high surtax 
brackets to much lower rates. 

2. Accumulate income in trust for 
wife for ten or fifteen years in low brac- 
ket of a trust, then pay it over to her. 

3. Use income of trust to support 
relatives or adult dependents. 

4. Provide 
minor children. 


educational fund for 


5. Use trust income to buy insurance 
on children or grandchildren. 

6. Use trust income to buy insurance 
on wife’s life with proceeds being used 
to buy assets from wife's estate. 

7. Use trust income to purchase an 
annuity for relative or friend. 

8. Borrow money and use for cre- 
ating short-term trust. 

9. Provide a dowry for a daughter or 
for getting a child started in business or 
creating a house-buying fund for chil- 
dren by accumulating income in trust 
and paying it to them at 21. 

10. Transfer a capital interest in a 
partnership to a trust. 

11. Transfer a business to a_ short- 
term trust. 

12. Accumulate income for a child’s 
professional education. 

13. Take advantage of a $300 annual 
exemption where the fiduciary is re- 
quired to distribute the income cur- 
rently. 

14. Build a retirement fund through 
a fifteen-year accumulation trust for a 
wife who invests the accumulations in a 
single premium annuity. 

15. Provide an educational fund for 
young children by using income of a 
short-term trust to buy a ten-year en- 
dowment policy on one child and a fif- 
teen-year endowment on the younger. 


All of these useful suggestions must 
be tested against other Code sections 
than Section 673 to make certain that 
the grantor will stand in the income tax 
clearing. Section 673, which as noted 
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earlier provides the framework for short- 
term trusts with reversionary interests, is 
a part of Subpart E. Section 671 (also in 
Subpart E) provides that no items of a 
trust shall be included in the grantor’s 
income “solely on the grounds of his 
dominion and control over the trust un- 
der Section 61 or any other provision of 
this title except as specified in’ Subpart 
E. This rules out all of the pre-1954 
worries as to whether a trust may be 
classified as a Clifford trust because of its 
term or its term combined with admini- 
strative powers retained by the grantor. 
Generally speaking, if the grantor’s pow- 
ers meet the tests of Section 674 relating 
to “power to control beneficial enjoy- 
ment” and Section 675 relating to ad- 
ministrative powers, then the trust need 
be tested by no other standards if its 
term is for ten years or the life of the 
beneficiary. But like most rules of taxa- 


tion, there are exceptions to this one. 


Trust for dependents 

If the beneficiaries are dependents of 
the grantor, an eye must be cocked at 
Section 677. There it is provided that 
the grantor shall be treated as the owner 
of a trust if the income may be “dis- 
“held or 


future distribution to 


tributed to the grantor” or 
accumulated for 
the grantor.” This provision is in sub- 
stance the same as Section 167(a) of the 
1939 Code, and in Section 677(b) is the 
counterpart of Section 167(c) of the 1939 
Code. This last-mentioned Section. .pro- 
the 


not be taxed to the grantor merely be- 


vides that income of a trust shall 
cause it may be applied or distributed 


for the support or maintenance of a 
beneficiary whom the grantor is legally 
obligated to support or maintain, ex- 
cept to the extent that the income is so 
applied or distributed. 

If the trust is one for the benefit of 
individuals whom the grantor is under 
no obligation to support, there is no 
income tax problem if the trust is to 
continue for the required period, and 


if the grantor has retained no powers of 


309 U.S. 331 (1940). 


2 Use of trust income to pay premiums on poli- 
insuring the life of the grantor will, of 
course, run afoul of Section 677. 


cies 


> “Savings Income Taxes by Short-Term Trusts,” 
Olson and Gradishar, Prentice-Hall, Inc. 1956. 


‘Alaska, Arizona, Arkansas, California, Col- 
vrado, Connecticut, Delaware, Dist. of Columbia, 
Florida, Georgia, Hawaii, Idaho, Indiana, Kansas, 
Maryland, Michigan, Minnesota, Missouri, Mon- 
tana, Nebraska, Nevada, N. Hampshire, New 
Jersey, New Mexico, New York, N. Carolina, N. 
Dakota, Ohio, Oklahoma, Penna., Rhode Island, 
S. Carolina, S. Dakota, Tennessee, Texas, Utah, 
Vermont, Virginia, W. Virginia, Wisconsin, 
Wyoming. 


Section 170(b)(1)(D). 


control there is of course no problem 
under Section 677. The trust for old 
family retainers or non-dependent rela- 
tives or friends will create no problems. 
Suggestions for employment of the short- 
term trusts for the benefit of those in a 
close degree of relationship, however, 
must be posed against the legal obliga- 
tion to support-or-maintain test in Sec- 
tfon 677. The question of what consti- 
tutes support and maintenance within 
the scope of the grantor’s legal obliga- 
tion is one which requires resort to state 
law for its definition where minor chil- 
dren are involved. Where adults are in- 
volved, such as a mother or father, local 
law must be determine 
whether any obligation is imposed on 


looked to to 


the grantor son or daughter for their 
support. These are important consid- 
erations before rushing pell-mell into 
the 
offers on 


trust which 
its face the charm of 
into 


arms of a short-term 
getting 
income lower tax brackets for a 
number of years and having the corpus 
return to the fold of the grantor at the 
end of that time. 

In many jurisdictions it is still largely 
unsettled as to whether a father owes 
his children anything more by way of 
an education than one at a public school 
and possibly also a state university. If 
the trust provides for their education at 
a private school or college or a profes- 
sional school, or provides funds to 
maintain a car or join a fraternity, are 
these items in the support and mainte- 
nance category or are they pure luxu- 
that the father should 
the trust which pro- 
vides them? The trend, at least in New 
York, seems to be more in the direction 


ries so not be 


taxed on income 


of permitting wider education oppor- 
tunities to fall within the support and 
maintenance category and the same may 
be true in other jurisdictions. The local 
rule is apt to have its variations too, 
upon the the 
parent obligated to support the minor. 
In the higher strata, fraternity dues or 


based income level of 


a car at college might almost be viewed 
as a matter of normal maintenance. In 
other brackets, the devotion of trust in- 
come to these ends would indeed be a 
luxury and beyond the scope of normal 
support and maintenance. For the sake 
of father’s tax return, the college-going 
son or daughter who derives his income 
from a short-term trust may have to 
provide a more exact accounting of just 
where the money went. It is a sufficient 
caveat to suggest that local law should 
be carefully investigated before the po- 


Estate and trust taxation «+ 239 


[Mr. Colgan is a member of the firm 
of Milbank, Tweed, Hope & Hadley, 
New York City.] 


tential grantor runs too fast to a short- 


term trust for the education of his 
children. 
These same considerations arise in 


the case of a short-term trust for a par- 
ent with reversion to the grantor. The 
who helping out by 
monthly payments to a retired father 
out of his income taxed in the high 
brackets will think it a fine thing if he 
can put some of his securities into a 


son has been 


short-term trust with the income to go 
to his parents and be taxed to them at 
a much lower rate. If local law imposes 
no duty of support on the son or if the 
parents have income sufficient for their 
basic support, then a short-term trust 
for parents can indeed be a useful de- 
vice but it should not be rushed into 
without careful investigation. 

Again the short-term trust can be a 
useful thing where the grantor wishes 
to provide for an elderly former em- 
ployee or family retainer. Even here, 
however, the income could be taxed to 
the grantor if it was being used to dis- 
charge a contract obligation to pay a 
pension to the former employee and 
the adviser of the potential grantor will 
make inquiry in advance as to whether 
such a condition exists. 

In those 
New York, 
income for 


jurisdictions which, unlike 
permit an accumulation of 
periods longer than the mi- 
nority of a beneficiary, the short-term 
trust will find better soil for its estab- 
lishment. The possibilities are infinitely 
greater for its employment in connec- 
tion with (1) the payment of insurance 
premiums on policies on the lives of the 
grantor’s wife or his children or grand- 
children? which are owned by the trust 
or someone other than the grantor and 
which are either payable to children or 
grandchildren or which are to be turned 
over to them on termination of the trust 
or (2) the accumulation of income for 
a wife or child for the trust term. 


Caution 

Several words of caution are in order. 
Under Section 677 a grantor is treated 
as the owner of a portion of a trust 
whose income is or in the discretion of 
the grantor or a nonadverse party, or 
both, may be applied to the discharge 
of a legal obligation of the grantor, to 
the extent that the income is actually 
so applied or distributed. It should be 
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noted, however, that even in the case 
where the trust income is not used to 
discharge a grantor’s legal obligation, 
the grantor may be creating an income 
tax problem for someone else, such as 
the parent of a minor child or a son 
who has dependent parents if the trust 
income is to be used for the benefit of 
the minor child or the dependent par- 
ents. 

Any trust, whether it be short term 
or long term, whose income may be 
mainte- 
nance of a beneficiary whom someone 


employed for the support or 


is obligated to support must be meas- 
ured against the regulations which have 
been proposed under Section 662 which 
provide in part: “§ 1.662(a)-4 Amounts 
used in discharge of a legal obligation. 


Any amount which, 


pursuant to the 
terms of a will or trust instrument, may 
be used in full or partial discharge or 
satisfaction of a legal obligation of any 
person shall, to the extent so used, be 
included in the gross income of such 
person under Section 662(a)(1) or (2), 
whichever is applicable as though di- 
rectly distributed to him as a benefici- 
ary, except in cases to which Section 215 
or Section 682 applies. 

Che above-quoted Section goes on to 
attempt to state a definition of the term 
“legal obligation” in a frame of refer- 
ence to local law. “. . . If under local 
law a child is obligated to support his 
parent only if the parent’s earnings and 
resources are insufficient for the pur- 


poses, no exists. In any 


obligation 
event, the amount of trust income which 
is included in the gross income of a 
person obligated to support a depend- 
ent is limited by the extent of his legal 
obligation under local law. Normally, 
in the case of a parent’s obligation to 
support his child, the extent of the 
parent's legal obligation of support, in- 
cluding education, will be determined 
by the family’s station in life and by the 
means of the parent without considera- 
tion of the trust income in question.” 
Without going into an extended dis- 
cussion of the above-proposed Regula- 
tion, it is sufficient to note that educa- 
tion trusts for minors, no matter by 
whom created, and trusts for parents of 
inadequate means must all be carefully 
weighed to see whether beneath the 
beneficence that is on their faces there 
may not be a hidden tax trap for the 
parent of the child who is the benefi- 
ciary or the child of the aged parents 
whose 


legal obligation may be dis- 


charged by way of the trust income. 
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The gift tax cost may well be the 
primary disadvantage of the creation of 
a short-term trust. In most cases the 
burden will prove more theoretical than 
real when measured against the income 
tax savings which are possible. A_re- 
cently published book® contains a large 
number of tables showing the income 
taxes saved annually by taxpayers in 
various brackets through the creation of 
short-term trusts and the shifting of in- 
come to the trust beneficiary or to the 
trust. The same book contains a table 
showing the gift taxes to be paid upon 
creating a ten-year trust with reversion 
in the grantor. 

Some writers have also mentioned 
the estate tax saving possibilities of a 
short-term trust. Such savings, however, 
are not truly of significance and cer- 
tainly cannot be viewed as an estate 
planning device. If the grantor dies dur- 
ing the period when the short-term trust 
is still in existence the value of his 
included 
in his gross taxable estate. If the trust 


reversionary interest will be 
still has nine years to run when the 
grantor dies, only about 73% of its 
value will be included with this per- 
centage rising to over 96% where the 
trust has only another year of life. Most 
potential grantors interested in retain- 
ing a reversionary interest feel confident 
that the property is going to return to 
their hands. Death and estate taxes will, 
therefore, seem terribly remote and they 
probably will not be easily persuaded 
to linger long over the estate tax sav- 
ings even though such a possibility does 
exist. 


Gifts to minors 


Where the gift contemplated is to a 
minor and the relatively 


small, donors might do well to contem- 


amount is 


plate the comparative advantages from 
a gift tax standpoint of foregoing the 
retention of a reversionary interest and 
making use of two new statutory provi- 
sions. Under Section 2503(c) which was 
1954, a $3,000 gift tax ex- 
clusion is available if property is trans- 


added in 


ferred in trust for the minor and the 
property and income therefrom may 
be spent by, or for the benefit of, the 
minor before he reaches 21 and to the 
extent not so expended will pass to the 
donee at 21 or, if he dies before then, 
will be paid to his estate or as he may 
appoint under a general power of ap- 
pointment. The same result may be 
achieved through an outright gift made 
under the newly enacted gifts to minors 


Statutes sponsored by the New York 
Stock which have _ been 
adopted in forty states and the Dis- 
trict of Columbia thus far.4 Under these 
statutes no formal trust instrument is 
requisite and registered securities are 
merely carried in the name of a mem- 


Exchange 


ber of the minor’s family as ‘“‘custodian” 
for the minor with a reference to the 
applicable statutory provision. Bearer 
securities require the execution of a 
simple form of deed of gift. 


Two-year charitable trust 


The two-year charitable trust is not 
an estate or gift tax saving device. Its 
usefulness lies wholly in the income tax 
field. Here its utility in turn lies on the 
side of the taxpayer whose regular 
charitable and educational giving might 
exceed the limitations of the charitable 
deduction (20% of adjusted gross in- 
come with an additional 10% for con- 
tributions to churches, educational in- 
stitutions, and hospitals). It is useful 
also for that individual who, somewhat 
on the conservative side and not entire- 
ly certain about the future, does not 
wish to part permanently with his capi- 
tal but still would like to see his favor- 
ite charity assured of the receipt of a 
substantial amount over the next sev- 
eral years. 

But several cautionary notes should 
be sounded. The beneficiary of the two- 
year charitable trust must be a single 
church, a single hospital, or a single 
school or college. A trust whose income 
Amherst, Wil- 
liams, and Wesleyan, for example, will 
not qualify. Separate trusts for each 


is to be divided among 


must be created. This seems a nonsensi- 
cal restriction which should be cured by 
statutory amendment but, for the pres- 


ent, it must be lived with. Note also 
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that there is no income tax deduction 
available for the present value of the 
income interest of the charitable bene- 
ficiary unless the grantor’s reversionary 


interest is 5% or less of the value of 
the trust.5 

Finally, mention should be made of 
the treatment of capital gains realized 
by the trustee of the short-term charita- 
ble trust. In most states capital gains 
are required to be added to corpus un- 
less the trust instrument provides other- 
wise. They are, therefore, distributable 
to the grantor in the ordinary case when 
the trust reverts to him. While Section 
673 indicates that the grantor is not to 
be taxed on trust income if it is payable 
to a charity for more than two years, 
still Section 677 must not be lost sight 
of. That that the 
grantor shall be treated as the owner of 


Section provides 


any portion of a trust whose income 
may be distributed to the 
Hence the capital gains would probably 
be taxed to the grantor and not to the 
trust even though the reversionary in- 


grantor. 


terest was sufhciently remote as to pre- 
vent the ordinary trust income from 
being taxed to him. If the grantor wishes 
to, avoid this result, specific provision 
should be made in the trust instrument 
for distribution of realized capital gains 
to the charitable beneficiary or to some- 
one other than the grantor, either cur- 
rently or on termination of the trust. 
In the latter case, the gains would be 
currently taxed to the trust (with a 
$100 exemption available against them) 
except in the year of termination when 
they would be taxed to the beneficiary 
to whom such gains were then dis- 
tributable. w 
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$470,000) 
added to the taxpayer-estate. The court 


Income in respect of a decedent treated 
as corpus to distributee. Taxpayer's hus- 
band’s will provided that his residuary 
estate be set up in trust for her benefit. 
Rentals accrued but unpaid at the date 
of death were included as an asset of 
The holds that the 
when collected, although in- 


his estate. court 
rentals, 
cludible in the trust’s gross income as 
“income in respect of a decedent,” are 
not to be included in the gross income 
of the wife as a distribution of income. 
The court follows its own decision in 
Huesman, 16 TC 656, affirmed on other 
erounds, 198 F.2d 133, that Section 126 
makes no provision for taxing income in 
respect of a decedent to anyone but the 
recipient (here the trust). The court 
holds that $5,000 withheld from 
distribution by the trustees as a “reserve 
for repairs,” and $2,000 withheld as a 


also 


“reserve for trustees’ commissions” as de- 
termined by a state court, properly with- 
held and being unavailable to taxpayer, 
and ac- 
cordingly should not be included in her 
income. Carruth Estate, 28 TC No. 95. 


are not distributable income 


Estate had IT deduction for litigation 
cost to obtain property. Deceased had 
been the beneficiary of a trust under her 
mother’s will, the principal going to 
charity at her death. However, the de- 
cedent’s estate (taxpayer here) brought 
suit to have the gift to charity declared 
invalid and the principal paid to them. 
The litigation was successful and the 
taxpayer-estate collected corpus (some 


and income $(115,000) was 
says that the expense is a cost of ad- 
ministrating the estate, which the Regu- 
lations themselves allow. The Commis- 
sioner ruled that only $115,585 of the 
legal expense could be deducted. The 
rest, he said, was cost of the property 
acquired, since the litigation was in the 
nature of a defense of title. This case 
is essentially similar to Bingham (325 
U. S. 36) in which a trust was allowed 
to deduct the cost of litigation. Kelle 
Estate (Loyd, Ex’r), Ct. Cls., 7/12/57. 


Life tenant is entitled to portion of 
windstorm damage. [Acquiescence|. A 
severe storm caused damage to the trees, 
shrubs and hedges on property in which 
held a life estate. 
amounted to $31,000. Of this amount, 


laxpayer The _ loss 


$1,300 represented the sum expended to 
remove the debris, and $30,000 repre- 





No charitable deduction though sole 
beneficiary died leaving all to charity. 
A husband and wife executed reciprocal 
wills. Each left the entire estate to the 
other, if surviving, if not the entire 
estate, after certain bequests, was to be 
paid to a charitable trust. The husband 
died first and during the period of 
administration the wife died. The hus- 
charitable de- 
duction for all the income of the estate 


band’s estate claimed a 
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sented the damage to the property. The 
Commissioner of Internal Revenue al- 
lowed taxpayer a deduction of only $1,- 
300. The Tax Court holds taxpayer 
should have also been allowed some por- 
tion of the $30,000 since the damage was 
an injury to the life estate as well as to 
the remainder interest. The additional 
deduction was calculated by allocating 
the $30,000 on the basis of the actuarial 
tables referred to in the estate tax Regu- 
lations. Bliss, 27 TC 770, acq. IRB 1957- 
29. 


No charitable deduction; distribution 
withheld pending litigation. Decedent 
had by will exercised a power of ap- 
pointment by creating a trust of the 
appointive property in which charities 
shared in income. Certain relatives be- 
gan litigation contesting the validity of 
the exercise of the power and the local 
court ordered income accumulated pend- 
ing adjudication. For 1952, the year in 
issue, the trustee made no distribution 
to charity and claimed no deduction for 
charitable distribution on its income tax 
return. It now argues that was in error 
because the litigation was settled in 1954 
by a high court determination that the 
charity was entitled to part of the 1952 
trust income. Noting that this precise 
question seems not to have been pre- 
viously presented, the court holds that 
a charitable deduction is not allowable 
because nothing was “paid or perman- 
162(a)). The 
court points out that that phase, ap- 


ently set aside’ (Section 
plicable to charities, differs from the 
phrase allowing a deduction for distri- 
butions to beneficiaries of amounts “to 
be distributed currently.” If the dis- 
tributee here were a beneficiary, the 
trustee would be allowed to deduct the 
amount ultimately determined to be dis- 


distributeer is a 
charity, it may not. Walker Trust, (Fi- 
delity Tr. Co., Tr.), DC Pa., 6/17/57. 


tributable. Since the 





subsequent to the wife’s death since it 
would ultimately go to the charitable 
trust. The court does not allow the de- 
The deduction is 
only available when it is the decedent's 


duction. charitable 
will that commits the income to chari- 
table Williams, DC Cal., 3/ 


28/57. 


purposes. 


Annuity to wife reduces formula marital 
deduction; valued on wife’s actual physi- 
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cal condition. Decedent’s will bequeath- 
ed to his wife assets from his probate 
estate equal to one-half the adjusted 
gross estate (for estate tax purposes) less 
assets forming part of his taxable estate 
but passing to her outside his will. Un- 
like the usual marital deduction formula 
clause “outside assets’”’ were not limited 
to outside assets which qualify for the 
marital deduction. Thus the value of 
certain annuities passing to the wife 
because of provisions in the policies re- 
duced the bequest although they were 
terminable interests and do not qualify 
for the marital deduction. In valuing 
the annuities, the wife’s actual life ex- 
pectancy based on medical prognosis 
was considered: she had incurable can- 
cer and died about a year after de- 
cedent. Hoelzel Estate, 28 TC No. 41, 


5/17/57. 

Transfer by near octagenarian not in 
contemplation of death [Acquiescence}. 
Approximately one year prior to her 
death, decedent, then aged 79, trans- 
ferred $500,000 to her daughter, partly 
sum 
her 


outright and partly in trust. This 
represented about one-seventh of 
estate. In finding that the transfer was 
not in contemplation of death, the Tax 
Court stressed her apparent good health 
and the recognized longevity of her 
family. Perhaps the crucial factor, how- 
ever, was the testimony of her attorney, 
who indicated that the purpose of the 
transfer was to save income taxes, a 
purpose which by its nature contradicts 
any assumption of contemplation of 
death. Sheldon Estate, 27 TC 194, acq. 


IRB 1957-25. 


Allocation made to determine refund 
under Technical Changes Act for com- 
promise settlement of reverter and other 
issues. In Spiegel (335 U. S. 632), the 
Supreme Court required inclusion in 
the gross estate of certain life-time trans- 
fers in which the decedent retained a 
reversion, no matter how remote. To re- 
lieve the decision, 


Congress permitted, in Section 7 of the 
Technical Changes Act of 1949, refunds 


harshness of this 


of tax paid because of a remote rever- 
The taxpayer-estates 
had cases before the Tax Court at the 


sionary interest. 





Notes on new estate and gift deci- 
sions in this department are by Ed- 
ward P. Hanigan, member of the 
New Jersey Bar and associated with 
Harrison F. Durand in Newark. 











October 1957 


time of the Spiegel case in which the 
Commissioner asserted tax on the prop- 
erty transferred because (1) a reversion 
was retained and (2) the transfer was 
in contemplation of death. The cases 
were settled by stipulation that $20,000 
was owing; no grounds for the de- 
ficiencies were stated in the settlements. 
The taxpayers here sued for refund of 
the deficiencies. In its original opinion 
the court denied relief because taxpayers 
did not show how much was paid by 
virtue of the reverter issue. On rehear- 
ing, however, a majority of the court 
decides to allow 50% relief as a means 
of doing substantial justice. Roberts 
Estate, Ct. Clms., 6/5/57, Heater Estate, 
Ct. Clms., 6/5/57. 


Irrevocable life insurance trust not 
created in contemplation of death [Ac- 
quiescence]. Some fourteen years prior 
to his death in 1949, decedent created 
life insurance trust for 
the benefit of members of his family. 


an irrevocable 
The sole string retained by the decedent 
was certain powers of management over 
the trust property. The proceeds of the 
policies were not, the court held, in- 
cludible in his gross estate as the sub- 
ject of a transfer in contemplation of 
death. His avowed motive for making 
the transfer was to insulate the insur- 
ance policies from the risks of his specu- 
lative business enterprises. Neither were 
the policies includible under the 
premium payment test of the 1939 Code; 
the decedent had ceased paying the 
premiums after January, 1940. Nor were 
the retained of management 
sufficient to impute to the decedent any 


powers 


of the incidents of ownership in the 
policies. Mudge Estate, 27 TC 188, acq. 
IRB 1957-25. 


Half of joint securities includible in 
husband's estate; wife had purchased 
one-half [Acquiescence]. In the same 
case in which it was held that transfers 
of securities between a husband and wife 
under an oral profit-sharing agreement 
were not taxable gifts, the question of 
the inclusion of the jointly held securi- 
ties in the husband's gross estate was in 
issue. Only one-half the value of such 
securities was held includible, as this 
was the whole extent of the husband’s 
interest. The transfers under the agree- 
ment had created a tenancy in common 
under Maine law. Although the wife 
may have permitted the husband to re- 
tain sole dominion over the securities 
jointly held, such permission was purely 


voluntary. The wife at all times was the 
owner of an undivided one-half interest 
ii: the property. Trafton, 27 TC 610, 
acq. IRB 1957-25. 


Estate of donor-custodian includes gifts 
under new custodian law. The IRS 
rules on the estate tax aspect of gifts to 
minors under the law recently adopted 
in many states providing for a cus- 
todianship of securities so given. The 
Ruling discusses the model act which 
provides that the custodian holding se- 
curities for the benefit of a minor may 
in his discretion apply the income and 
principal of the securities held for the 
general of the minor. Should a 
donor transfer property to himself as 
custodian for a minor donee, he would, 
as such custodian, possess this power to 


use 


and 
principal. As a consequence, the prop- 
erty would 


pay or to withhold both income 


be included in his gross 
estate in the event of his death while 
acting as custodian. Rev. Rul. 57-366. 


Gambler’s opening net worth must be 
clearly established. Deceased taxpayer 
ran two legitimate businesses operating 
at a loss and also the “revolting, but 
profitable, illegal Bolito, Cuban num- 
bers racket.” In determining the tax- 
payer’s net worth for the year 1947, the 
Commissioner and the Tax Court made 
the assumption that, absent other proof, 
the opening and closing cash position 
remained The 
that the taxpayer had hoards of cash 
from which the closing assets could have 
the alleged 
profits belied the assumption of a con- 


constant. record shows 


been derived; moreover, 
stant small cash balance. The Commis- 
sioner cannot fix the opening position 
from the closing figure arbitrarily. This 
would turn the net worth method into 
a sham, lending a semblance of logic to 
sheer guesswork. Phillips Estate, CA-5, 
7/16/57. 


Grantor’s invade 


power to not un- 
limited; trust not in his estate. The 
Commissioner contended that the en- 


joyment of the property transferred in 
trust by the decedent was subject to a 
power in the decedent to alter the bene- 
ficial enjoyment. The court holds that 
the decedent’s power of invasion of the 
trust corpus for the income beneficiaries’ 
support and maintenance was subject to 
a fixed external standard which suffi- 
ciently circumscribed his discretion. His 
power to determine what was principal 
and what was income was merely an ad- 


| ministr 
| be exe 
the tr 
‘grantor 
Calif., 


\ State r 
linough 
tors of 
to the 
taxes 

thougk 
80% o 
' mum 

Federa 
holds 
credit 
Goyet 


iNet e 
mines 
i partia 
point? 
come 
her h 
to alt 
revoc: 
posed 

| The 
prov i 
terest 
whon 

} ducil 
to a. 

| chari 
| or pl 
was 1 
that 
exert 
ment 
fer 1 
taxp 
duct 
and 
that 
did 
duct 
spec 

| of t 
ject 
of ¢ 
exel 
ben 
fied 
chre 
is W 
the 
mez 


6/2 


No 
inv 


que 





as the 
terest 
610, 


gifts 
IRS 
fts to 
»pted 
cus- 
The 
vhich 
iz se- 
may 
and 
r the 
Id a 
lf as 
ould, 
er to 
and 
orOp- 
PToss 
vhile 


6. 


t be 
ayer 
iting 
but 
1uUmM- 
tax- 
the 
rade 
oof, 
tion 
LOWS 
cash 
lave 
red 
con- 
mis- 
tion 
his 
into 


to 


FF : ee : 
ministrative provision which could not 


be exercised arbitrarily... Consequently 
the not the 


DC 


in 
Goyette Estate, 


trust is includible 
estate. 


12/57. 


grantor S 


Calif., 7 


\State death taxes paid deductible al- 


though final tax not fixed. The execu- 
tors of an estate had made a payment 
inheritance 


of estimated 


The 


to the state 


taxes due. inheritance tax, al- 


though not actually fixed, would exceed 


80°%, of the Federal basic tax, the maxi- 


mum allowable as a credit against the 


Federal tax. Consequently, the court 
holds that the estate is entitled to the 
credit for state death taxes actually paid. 


Goyette Estate, DC Calif., 7/12/57. 


Net effect of trust amendments deter- 
mines whether there has been a tax-free 
partial release of general power of ap- 
pointment (Old Law). ‘Taxpayer was in- 
come beneficiary of five trusts set up by 
her husband and possessed the power 
to alter, amend, or revoke each. Upon 
revocation, the principal would be dis- 
posed of according to her directions. 
The taxpayer amended the trusts by 
providing for certain changes in the in- 
of the (all 
whom were her children) and by re- 


terests remaindermen of 
ducing the scope of her future authority 
to a power to direct the trustee to make 
charitable contributions out of income 
or principal. Still later, this last power 
was released. The Commissioner argued 
that the amendments constituted the 
exercise of a general power of appoint- 
ment and consequently a taxable trans- 
1942 Revenue Act. The 


taxpayer argued that it was a mere re- 


fer under the 
duction of a general to a specific power, 
and therefore exempt. The court holds 
that the substance of what the taxpayer 
did was the precise equivalent of a re- 
duction of a general power to an exempt 
special power, followed by the exercise 
of the special power. The statutory ob- 
ject is to protect from taxation a donee 
of a power who disables herself from 
exercising a power for the economic 
benefit of others than those in the speci- 
fied class. Despite the unfortunate 
chronology of events, this in substance 
is what the taxpayer did. Consequently, 
there was no taxable transfer within the 
meaning of the Act. Emery, DC Mass., 


No charitable deduction; standard for 
invasion inadequate. be- 
queathed her entire residuary estate in 


Decedent 


trust to a 71-year-old female servant for 
life, with the remainder to charity. The 
trustees were authorized to invade prin- 
cipal at their discretion “for the best 
interest” of the life beneficiary “during 
illness or emergency of any kind.” The 
charitable deduction for the remainder 
interest is denied on the ground that 
its value cannot be ascertained. The 
will furnished no yardstick to measure 
the extent of the coverage of the phrase 
“for the best interest” of the beneficiary 
and the phrase “emergency of any kind” 
embraces a multiplicity of conceivable 
situations the possible expenditure for 
which cannot be forecast. Consequently, 
the extent of invasion of principal is 
not measurable by a standard at the 
date death 
neither is the value of the remainder in- 
terest. Bartlett Estate DC Pa. 7/30/57. 


of and, as would follow, 


Tranfers between husband and wife 
under oral profit-sharing agreement not 
gifts [Acquiescence]|. A husband and wife 
had together engaged in various busi- 
ness activities during the forty-five years 
prior to his death under an oral agree- 
ment whereby all earnings were to be 
owned by them jointly. Transfers of 
securities were made by each individu- 
ally into their joint names at various 
times. To the extent such transfers were 
pursuant to the profit-sharing agree- 
ment, there was ample consideration in 
money or money’s worth and conse- 
quently no taxable gift. Some of the se- 
curities placed in joint ownership by the 
wife, however, were traceable to her in- 
dependent estate. Since these transfers 
were not governed by the agreement, 


there was no consideration and the 
transfers were taxable. Trafton, 27 TC 


610, acq. IRB 1957-25. 


No estate tax on bank account of non- 
resident alien. Securities revocably trans- 
ferred to foreign foundations by the de- 
cedent, a non-resident alien, but in the 
possession of American banks were in- 
cludible in the gross estate of the trans- 
feror. In 
contended that the cash on deposit with 
the banks in 


addition the Commissioner 
the name of the founda- 
tions was likewise includible. The Court 
holds that when money is deposited 
either by a non-resident for the benefit 
of himself or a third person, or by a 
third person for the benefit of a non- 
resident, the deposit is deemed to be 
situated outside the United States and 
exempt from the estate tax. Here, the 
cash was deposited by a non-resident, 
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either for his own benefit or for that of 
his children and the exemption is conse- 
quently available. Swan Estate CA-2 
7/29/57. 


Revocable transfers to foreign founda- 
tions included in gross estate. The de- 
cedent, a non-resident alien, established 
two family foundations in Leichtenstein 
and Switzerland to provide for his 
children. The securities and cash trans- 
ferred were on deposit in an American 
bank. The 


and 


withdraw 
or terminate the 
foundations at time. The Court 
holds that the that the foreign 
foundations (called Stiftungs) may have 
possessed characteristics making them 


decedent could 


moneys amend 
any 


fact 


more closely akin to corporations than 
to trusts is not determinative. Regardless 
of the unusual mode of the transfers, 
they were nonetheless revocable by the 
decedent, and consequently, the value 
of the foundations’ holdings in securi- 
ties, which had a situs within the United 
States, is includible in his gross estate. 
Swan Estate CA-2 7/29/57. 


Gift and lease-back didn’t shift income 
tax but gift tax is payable. In a prior 
Ruling (5409, Cum. Bull. 1954-1, 20) the 
Service held that a transfer of real prop- 
erty in trust for a ten-year period for 
the benefit of the grantor’s children 
with a lease-back to the grantor was a 
transfer in form rather than substance, 
and that the grantor would remain the 
owner of the property during the term 
of the trust for the purposes of Federal 
income and gift taxes, and each payment 
of rent would be a gift to the trust when 
made. The prior Ruling is now modified 
to the extent of providing that a com- 
pleted gift is made at the time of the 
the 
present value 


transfer, value of which is the 
of the future rentals from 
the property during the term of the 
trust. The fact that the donor remains 
taxable on the income from the prop- 
erty transferred does not of itself make 
the transfer incomplete for gift tax pur- 


poses. Rev. Rul. 57-315. 


Request for prompt assessment must be 
transmitted in separate envelope. The 
Service holds that a request for prompt 
assessment of tax by the executor or ad- 
ministrator of an estate of a decedent 
must be a separate document filed after 
the return in question and must be 
transmitted to the District Director in 
an envelope separately from any other 
document. Rev. Rul. 57-319. 
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How to make professional office filing, 


bookkeeping systems, reliable, easy to use 


by RALPH R. NEUHOFF 


Good filing and record-keeping systems make all the difference between a happy, 


efficient tax practitioner’s office and a chaotic, vexatious mess. While this article is 


written for a law office, it does, of course, apply equally well to most accounting 


offices. The heart of this author’s excellent advice is “Use the experience of others,” 


“don’t improvise,” 


and “do it well but don’t knock yourself out trying to be 


impossibly perfect.” This is the first of a series of two articles. 


Mors INDUSTRY has made _ great 
strides in labor-saving office tech- 
nique. The problem of the tax practi- 
tioner in office management is not to 
invent new techniques, but to adapt to 
his circumstances the techniques which 
have already been developed. This ap- 
proach will be valuable because it will 
enable him to tap the experience of 
thou- 


thousands and even hundreds of 


sands of persons instead of a mere 
handful who have devised professional 
office systems as such. It would be diffi- 
cult to try to tell you briefly how to 
keep a lot of records, especially if you 
are not to keep them 
tell else 
will actually keep them. But it is quite 


personally, but 
would have to someone who 
possible to explain how to go about 
tapping the experience of the persons 
who really know office management. We 
refer here to industrial accountants, 
not lawyer amateur accountants. Our 
purpose is to use what other people in 
other fields have done and thought out 
to solve the particular problems of a 
lawyer in a law office. 

however, 
the 
At meet- 


Before entering upon this, 
it might be well to discuss “my 
business is different’” complex. 
ings devoted to industrial . accounting 
and management, one frequently hears 
remark the 
following lines: “The talk was good, but 


from businessmen a along 
my business is different and I cannot use 
anything that he has said.” 


Naturally this could be so as to some 
people, but it hardly could be so as to 
all who claim it. Let us settle for this: 
that 
fact furnishes no reason why you should 


Even if your business is “different,” 
not use business principles to solve your 
However, 
it must be conceded that the business of 


business problems. because 
a lawyer, so far as concerns his manage- 
ment of his office, differs considerably 
from industrial business, we shall empha- 
size principles rather than particular 
methods. 

We will discuss here only filing sys- 
tems and bookkeeping systems. Cost- 
finding systems will be covered here next 
month. shall exclude 
from the scope of our discussion such 


Therefore, we 


things as: offices, including receptionist, 
telephones and equipment; library; 
client relationship; public relations; and 
partnership relations. This is not be- 
cause the last-mentioned subjects are not 
important, but simply so that we may 
deal more in detail with the particular 
subjects chosen for discussion. 


Some preliminary basic principles 

Keep it typical. It is desirable for a 
tax man to keep his systems “typical,” 
that is to say, to use what others have 
found out in industry. Don’t be in- 
genious! Don’t improvise! Many of the 
systems which have been published on 
law-ofice management may be a great 
tribute to the ingenuity and inventive- 


ness of their authors, but they utterly 
disregard the experience of thousands 
and thousands of businessmen and fall 
into errors which have been discovered 
and eliminated years ago by industrial 
accountants and office management ex- 
perts. 

Learn to walk before you learn to 
fly. There is hardly anything so distress- 
ing as a system which doesn’t work. For 
this reason it is quite advisable not to 
introduce refinements, especially short- 
cuts, until you are ready for them. The 
volume of the operations in a law office 
is not great, and many shortcuts do not 
produce enough saving of time to justify 
the complications which are involved in 
them. For successful operation, what you 
do not do is quite as important as what 
you do do. You must be alert to scrap 
relentlessly any step or operation which 
you have introduced or which anyone 
else has introduced into your law office 
which does not justify itself. A law-office- 
management system is not an end in it- 
self, but is a means to an end. On its 
own account it is not important at all. 
It is only important in the results which 
it produces. 

Every operation involving figures 
should be capable of being checked to 
determine errors. Probably the best way 
to check is by the balancing of totals. 
This is the time-honored method used 
by businessmen. A double-entry book- 
keeping system does this. We shall have 
more to say later about the double-entry 
system, which, as you know, has very 
little acceptance in law offices at the 
present time. 

Do not disdain mechanical aids. We 
have reference here to such things as: 
than 
book ledgers, ruled forms, carbon copies 


loose-leaf ledgers rather bound- 
and things of this nature. Whatever has 
been widely adopted by businessmen 
and is adaptable to the peculiar condi- 
tions of a law office may be useful to 
you. It is advisable to haunt the business 
shows which are put on frequently by 
ofhce-appliance and other people to see 
if there is anything which could be 
adapted to your conditions. 

Do not attcmpt to tie in substantia!!y 

We 
any attempt to tie in 
which, althovgh they have a bearing on 
one another, are not substantially re- 
lated. Therefore, it is rec 


unrelated matters. should refrain 


from matters 


»ymmended 
that we do not attempt to tie in: (a) the 


filing system, (5) the bookkeeping sys- 


tem, and (c) the cost system. Some pub- 
lished systems app¢ar to tie in the book- 
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keeping system and the filing system, and 
it would, of course, be possible to tie in 
all three of these. But this would intro- 


duce difficulties that are unnecessary. 
Chere is an axiom in law-office manage- 
ment as follows: “Don’t manufacture 


trouble for yourself.” 


The filing system 
[he purpose of a filing system is to 
police the flow of work through the 
office. This may come as a surprise to 
some who had the opinion that the pur- 
pose of a filing system was to file papers 
that 
found. 


systematically so they could be 
The latter, of 


course, is a primary purpose of any filing 


conveniently 


system, but it is so rudimentary that it 
is better, I believe, to consider the filing 
system as the means whereby you contro] 
oc supervise the work which has to be 
done for clients by the law office. 

Each task upon which professional 
responsibility is incurred should be 
represented by a file. This might re- 
sult in a few instances in having a file 
with no papers in it, at least temporarily. 
It would still be necessary, if such a 
situation should arise, to have a file to 
represent the fact that the professional 
responsibility had been undertaken on 
a certain task. Aimost inevitably, how- 
ever, there would develop papers which 
should go into that file. 

The file 


identity, which is best accomplished by 


should have a_ definite 
giving it both a number and a name. 
Here we shall discuss some things which 
are not fundamental and which can be 
varied without violating any of our 
basic principles. Let us take for granted 
that the purpose of giving names to files 
is to enable them to be easily located in 
would be a 


mn index. It, therefore, 


good rule to have, first, the number of 
the file, second, the name of the client 
third, the the 
adverse party, and, fourth, a catch-word 


of the office, name of 
1s to the kind of business represented. 
Chis might result for example in invert- 
ing the order of names which appeared 
in a lawsuit. For instance, the case of 
Jones v. Smith would not be listed that 
way on the file if Smith happened to 
Rather the 


file would be: “1234 John Smith: James 


be the client of the office. 


Jones—Ejectment.” 


When we index this file we would 


have a numerical list in sequence for 
the numbers and a card for each of the 
three other elements given above, all of 
which cards would be filed alphabetically 


in one series. As a result, if you knew 


the name of your client you could find 
the file, if you knew the name of the 
adverse party, you could find the file, 
and if you desired to find all of the cases 
which the office had handled involving 
ejectment principally, you could find 
all of those cases. 

There should be a distinction between 
“apen” and “closed” files. An open file 
is one where professional responsibility 
continues and a closed file is one where 
professional responsibility has ended. 
There clear and 
cutting off point when it is deemed that 


should be a concise 
professional 
and the file may be “closed.” It is also 
advisable to assign each file to a par- 


responsibility has ended 


ticular person to service. This would 
the fact that 
several persons might be expected to 


be done regardless of 


work on a particular case. It is not ad- 
visable to assign the file to two persons 
the 
assume that the other has the duty of 


because of chance that each will 
going ahead, and divided responsibility 
is not advisable. 

There should probably be a physical 
segregation of files, in that the open 
files will be in one place and the closed 
files will be in another place. In view 
of the fact that clients’ papers of con- 
siderable value may frequently be in 
open files, it is highly desirable that 
the open files should be kept in fire- 
proof safes. This does require consider- 
able filing space in safes and may not 
be practical in all instances. 


Alphabetical arrangement 

It is desirable, we believe, to arrange 
the open files in alphabetical order. 
This is because when one desires to go 
to the safe or file cabinet and get out a 
file he does not care to have to look up 
in an index for the number which would 
be necessary if the files were in numeri- 
cal order. On the other hand, there is a 
substantial advantage to be gained by 
files in numerical 


filing closed 


order. If you insist upon having each 


your 


number accounted for and when a file 
is removed permanently, putting in a 
sheet of cardboard with the same num- 
ber on it, then you will have a situation 
where your files can be audited and miss- 
ing detected 
matically. Of course, at any given time, 


numbers will be auto- 
the “open” files will not be in the closed 
file sequence and these numbers will be 
missing from the cabinets containing the 
closed files, but the presence of these 
files can easily be verified and it will be 
possible to go through the entire filing 


Professional tax practice + 245 


system if there is any reason for it and 
determine whether or not all the files 
are present. Another reason for arrang- 
ing the closed files in numerical order 
is that in this way the older files will 
automatically be in one place. This 
simplifies ultimate disposal of old files, 
which is a problem all to itself and 
which will not be discussed here. 

It is quite advisable to have a rule 
that all files shall be put away every 
night. This would be especially im- 
portant if putting away the files in- 
creases their protection, as would be the 
case if they are filed in a fireproof safe; 
but even if they are filed in ordinary 
filing cases, the discipline involved in 
putting away all files every night is an 
advantage. 


Closing a file 
When a file is ready for “closing,” that 
is, it is deemed that the professional 


responsibility has terminated because 
the task has been performed or for some 
the file 


then there are certain routine things 


other reason is to be closed, 


which should be done. The first is to 


check for clients’ papers, because now 
that the file is to be put away, there will 
be no further occasion to go through it 
and pick out papers which should be 
returned to the client. Some clients have 
a propensity for blaming their lawyer 
for all papers that are missing, especially 
about six months after the event. If you 
have a system whereby a third person 
file 


closed and weeds out all clients’ papers 


checks through each before it is 
for return to the client, this possibility 


is minimized. There are several other 
procedures which are advisable at the 
time of closing. The first has reference 
to forms. It is considered good practice 
for a law office to have a_ separate 
“forms” file where extra copies of all 
documents which could be regarded as 
precedents for future work are filed 
analytically under subject headings. The 
to check file to 


this has been done is when the file is 


time the see whether 
about to be closed. Similarly, if the 
office has the practice of putting dupli 
cate copies of memoranda concerning re- 
future 


search in a special place for 


reference, these duplicate copies should 


be checked for at The final 
step is to approve the closing, making 
sure that professional responsibility is 
over. In a larger ofice this final step may 
be delegated to a separate person who 
must sufficiently visualize the task which 
was involved in the file to have reason- 
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[Mr. Neuhoff is senior member of a law 
firm in St. Louis, Missouri, and Lecturer 
on Taxation at Washington University 
School of Law. His article is based on an 
address made by him before a meeting 
of the Bar The 
concluding part of his study, dealing 


Arkansas Association, 
with finding out how much it costs to 
do a given piece of work, will appear 
here next month. | 
able assurance that that task has been 
performed. It has been found advis- 
able to have a rubber stamp with blocks 
these various order to 


for steps in 


facilitate checking. 


Bockkeeping System 

A bookkeeping system of a law office 
might well have the following functions: 

1. To keep the bank account. 

2. To keep the accounts between the 
firm or individual lawyer and_ the 
clients. 

3. To keep account of the relation- 
ship of the partners to the firm and to 
each other. 

4. To keep account of the relation of 
the firm (or lawyer) to the taxing au- 
thorities. 

With 


you are here dealing with another party, 


reference to the bank account, 


namely the bank. This is a considerable 
safeguard for accuracy, since the bank, 
at least, will have modern business 


methods and mechanical aids to book- 


keeping. If your accounts can be re- 
conciled with the bank account, this is 
one assurance of accuracy. Our principal 
observations here with reference to the 
bank account are not on fundamentals, 
but are on shortcuts and, therefore, may 
or may not be adopted without infring- 
ing upon the principles which we laid 
out in the early part of our discussion. 
Voucher checks are desirable. These 
may be either large detachable vouchers, 
where the checks are prepared on the 
typewriter in duplicate, or the voucher 
may consist of a block on the corner of 
the check, where the check is to be pre- 
pared by hand. If checks are sometimes 
prepared by the clerk on a typewriter, 
and sometimes prepared by the lawyer 
himself by hand, he will probably want 
to have a voucher block in the corner 
of his check rather than the large de- 
tachable voucher which practically re- 
quires preparation upon a typewriter. 
Another expedient which is highly de- 
sirable is the use of the check register 
and deposit register. The check register 
is a loose-leaf book or page for listing 
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all checks, and similarly a deposit regis- 
ter is a loose-leaf book or page for listing 
all deposits. These take the place of the 
familiar check Use of a_ check- 
register system requires that the check 


stub. 


be prenumbered by the printer and that 
all numbers be accounted for. It would, 
of course, be intolerable to have a check 
written with no notation made anywhere 
that such check was outstanding. How- 
ever, since a check register will usually 
permit using but a single line for each 
check, it is obvious that a large number 
of checks can be presented to view in a 
check register, which is not the case 
with check stubs. Also, a check register 
may be used as the cash account, where- 
as if one has a check stub, he will prob- 
ably be posting the items from the check 
stub to the cash account. Use as the cash 
account of the check register eliminates 
one operation and is considered desir- 
able. Also one may use multiple columns 
with appropriate headings for the check 
register and similar columns with appro- 
priate headings for the deposit register. 
The use of multiple columns is not a 
characteristic of the check-register sys- 
tem, however, since it could be used on 
any cash account. 

Here again, we should learn to walk 
before we learn to fly. In Nazi Germany 
were practically 
forced to use a bookkeeping system 
which embodied multicolumn bookkeep- 
ing to eliminate posting, and there is 
no objection to multicolumn bookkeep- 
ing, provided that it represents standard 
some 


small businessmen 


bookkeeping practice and not 
“new invention.” This means, therefore, 
that the column totals should be journal- 
ized and carried to ledger pages with 
precautions to provide that this will be 
done without error, or that if errors are 
made they will be detected. The double- 
entry bookkeeping system tends to dis- 
close errors and facilitates finding them. 


Accounts with client 


Let us consider now the accounts be- 
tween the firm or individual lawyer and 
the client. The primary objective, it 
would appear, should be to show the 
total relationship of the client to the 
office. This is a deviation from some 
published systems which seem to treat 
the job as the unit and if, for example. 
a client had three jobs in the office, 
these would not be related together, but 
there would be a separate series of debits 
and credits to the client for each sep- 
arate job. I would not go so far as to say 


that this would not work in particular 


offices where there was a vast volume 
of relatively small affairs principally for 
different clients. However, in a typical 
law office it would seem to be quite un- 
Instead, all of the 
affecting one client should be gathered 


desirable. entries 
together on one ledger page or in one 
place, so that it would be possible to 
inform the client by consulting this page 
or record as to how he stood with the 
firm as a whole. 

Should we use an accrual system? If 
it were not for the income tax, accrual 
would probably be used in all but the 
simplest situations. The difficulty is that 
there is an income tax advantage in 
cash-basis accounting. On the cash basis, 
one is permitted to defer reporting of 
income until it is collected, even though 
it has been billed. 

This tax advantage would furnish a 
good reason for using the cash-receipts- 
and-disbursements method. On the other 
hand, there is a tax disadvantage in the 
cash-receipts-and-disbursements method 
in that there is a lack of uniformity of 
income in various years more frequently 
on the cash method than on the accrual 
method. The lawyer himself has more 
control over the billing of clients than 
he has of the payment by the clients of 
the billed. 
Also there is a definite management ad- 


fees after they have been 
vantage in accrual bookkeeping, because 
by use of it you know where you stand 
at all times and this is highly advisable 
where you have partners. It is a more 
useful tool to reflect non-cash items, such 
the 


receipts-and-disbursements method will 


as depreciation. Probably cash- 
continue to be used by the vast majority 
of law offices simply on account of the 
income tax advantage, coupled possibly 
with the fact that a more rudimentary 
knowledge of bookkeeping is involved. 
But where a decision is to be made and 
it is possible to introduce accrual book- 
keeping, serious consideration should 
be given to its advantages. 
Consideration might also be given 
to a system in which charges to clients 
are kept in a separate “memorandum 


account” and which is, therefore, not 
deemed a departure from the cash- 
receipts-and-disbursements basis. How- 


ever, such systems must be handled with 
care and do not possess all of the ad- 
vantages of a full double-entry set of 
books. 

Another purpose of bookkeeping is to 
display or record the relationship of the 
partners to one 
other. It is suggested that the relation- 


the firm and to an- 
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ship should be formalized on the books; 
that is, contributed capital should be 
shown as a definite amount, and such 
assets as library and equipment should 
be capitalized and recorded. Here again, 
tax advantage pulls in one direction and 
in another. 
Chere is a temptation to charge off new 


good business procedure 


books, for example, as expense instead 
of capitalizing them because of the in- 
come tax advantage involved, assuming 
that it would be permissible. It is de- 
sirable to keep the firm accounts scrupu- 
lously separate from the personal ac- 
Therefore, the 
partners should not pay their personal 
checks. Payments of 
profits to partners should be made only 
after periodic determination that such 


counts of the partners. 


bills with firm 


profits exist. If drawings are to be per- 
mitted, they ought to be authorized in 
advance and in regular amounts and 
only as large as the firm can afford. 
(nother purpose which we have listed 
with reference to bookkeeping in a 
law office is to exhibit the relationship 
of the firm to the taxing authorities. We 
shall not go into that here further than 
to say that records which are required 
should be kept and that a double-entry 
system kept according to accounting 


principles commands respect of tax 


auditor and simplifies dealings with him. 


Tulane Tax Institute, AICPA 
meeting in New Orleans 


\s A RESULT of a particularly happy bit 
of planning, the Seventh Annual Tulane 
lax Institute and the annual meeting 
of the American Institute of Certified 


Public Accountants will be held con- 
tiguously in New Orleans this month. 
The Tulane Institute runs from October 
23 to 26, the AICPA from October 27 
to 30. 

In addition to its customary special- 
ized session on taxation of oil and gas, 
lulane will present sessions on “Family 
and Business Problems”; “Special Prob- 
lems of Corporations” will fill one day, 


and the final day will cover tax prob- 


lems of multi-state operations. Other 
subjects at Tulane will be “Determining 
faxable Income Without Records,” 


“Condemnation and other Involuntary 
“Deductions for Individ- 
“Proper Handling of Poten- 


Conversions,” 
uals,” and 
tial Fraud Cases.” 

The Tulane speakers are, as usual, 
drawn from among the country’s best- 
known tax lawyers and accountants. * 


Survey shows 
CPAs’ work is taxes 


Most cra FIRMS handle tax work in 
a manner different from that ac- 
corded audit and other types of engage- 
ments, according to a survey recently 
conducted by the committee on profes- 
sional statistics of the AICPA. Based on 
some 2,200 replies from 9,000 question- 
naires sent out, tax work makes up (a 
median) 21 to 30% 
small offices reported that tax work was 


of all work. Some 


greater than 50% of their billing, but 
no firm with six or more CPAs did so 
much as 50% tax work. Sixty-four per 
cent of firms said they did no estate- 
planning work whatever. 

Thirty-seven per cent of firms reply- 
ing said their tax work was on the in- 
crease (25% said audit work leading to 
opinion reports was on the increase, 
15% indicated that management service 
was increasing). Other auditing, includ- 
ing write-ups, 
40% of the firms, 
said audits leading to reports were de- 


was on the decrease in 
and 26% of them 


creasing. 

With respect to fees for tax work, 
24%, said they had special rates for tax 
work; 54% 


or with adjustment for circumstances. 


billed directly on time basis 


In general, these figures tend to con- 
firm the general impression that the 
larger firms do more auditing, the 
smaller ones more tax work. 

The survey also reveals a trend to- 
engage- 
ments leading to expression of an opin- 
CPA, 


ward increasing numbers of 


ion by the both in large and 


small firms. 


Fifth Annual Tax Conference 
at U. of Texas Law School 


Texas School of 
Law will hold its Fifth 
Estates, 
Taxation at the School of 
Law on September 26-28. Judge John 
R. Brown, Circuit Judge of the U. S. 
Court of Appeals for the Fifth Circuit, 
will again preside. 


The University of 
Annual Tax 
Conference on Trusts, Gifts, 


and Income 


California Tax Meeting Oct. 10 


THE EIGHTH Annual Tax Accounting 
Conference will be held by the Cali- 
fornia Society of CPAs in Los Angeles’ 
Ambassador Hotel October 10 and 11, 
and in San Francisco at the Palace 
Hotel on October 14 and 15. Mary E. 
Laniger of San Francisco is chairman. 
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20 to 30% of BE <A 


Are You 
Neglecting Your 
Tax Reading? 


Small wonder, if you're trying to keep 
abreast of day-to-day developments by 
reading all of the material in detail. 
ba ig days, it's an almost impossible 
task. 


There’s an easier way to keep on top of 
Federal income, estate and gift taxes— 
through the newspaper of your pro- 
fession. THE TAX BAROMETER does 
an outstanding job of digesting, report- 
ing and commenting on every develop- 
ment. Best of all, you get it all in 
half an hour of easy reading each week 
—and usually far in advance of any 
other reporting service. 


That way, you are fully and promptly 
informed, and you can send your loose- 
leaf reference service sheets to file—you 
can use them for the purpose for which 
loose-leaf services are intended—RE- 
SEARCH, not reading. 


That’s why THE TAX BAROMETER, 
is relied upon by almost every top-flight 
firm. It brings you—in compact, easy-to- 
read, digest form—-EVERY decision of 
the Tax Court, Circuit Courts, District 
Courts, Court of Claims and Supreme 
Court—EVERY Treasury Release, Rev- 
enue Ruling, I.T., T.D., G.C.M., Mimeo- 
graph, Regulation, Acquiescence, Appeal, 
Certiorari and Tax Treaty. You get the 
important news weeks sometimes 
months . . . ahead of other tax services. 


We UNCONDITIONALLY GUAR- 
ANTEE its value to you. Read it for 
three months. If, during that time, 
you're not satisfied FOR ANY REASON 
WHATSOEVER, just tell us, and we 
will refund at once every penny you 


paid us! 


Mail the GUARANTEED order form 
right now! 


Thslesl - Complele Cormage 


THE CS 0) : 
' Sax Davmeler 


THE NEWSPAPER OF THE TAX PROFESSION ... 
444 Madison Avenue, New York 22, N. Y. 
Mu 8-2170 

Yes I accept your GUARANTEED OFFER. Send me THE 
TAX BAROMETER on a TRIAL BASIS for three months 
at a cost of only $11.50. It is understood that if at any time 
I am not satisfied FOR ANY REASON WHATSOEVER, 
you will refund the FULL AMOUNT paid, upon request. 
(] My check is enclosed* (7) Bill me later 

LJ Check here to receive free sample issue 












Firm 
Address.... 
RD an Sena ee se bene ..Zone.. . .State. 


*If you ENCLOSE your check for the annual sub- 
scription price of $42 with this order, thus — 
us the expense of billing, we will send you a 

plete file of _* BACK ISSUES and INDICES 0 of 
Volume 13 of E TAX BAROMETER (from Dec. 
1, 1955) ABSOLUTELY FREE, with our compli- 
ments. Same money-back guarantee applies, of course. 
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The ground rules of tax planning for 


students and researchers with grants 


by H. HELMUT LORING 


The businessman, the property owner and the investor have learned never to make 


a move without consulting the tax man. 


Now a somewhat less well-heeled figure is 


joining them—the traditionally poverty-stricken graduate student with a scholarship 


llowship, the 


research worker with a grant from a foundation. 


too, had 


They, 


better be sure that the tax angles of their funds have been carefully planned. 


Loring, an Oakland, 


carefully studied: educational and 


California, attorney, 


research 


deals here with the areas that must be 


expenses, awards and prizes, and 


scholarships and fellowships. This article is adapted from a longer, fully annotated 


one in 45 California Law Review 153. 


+ a GRouP whose special tax problems 
are discussed here is numerically 


small and has little voice in the legisla- 


tive process which produces our revenue 


law. The relative scarcity of case law 
indicates that its members do not often 
have the financial resources necessary 


litigate their tax problems and that 
the amounts involved would 


normally be 


deficiency 
small. 


It is particularly unfortunate there- 


fore that there is no provision in the 


Code covering the deductibility of edu- 
The 


much 


cational and research expenses. few 


cases in this field have applied 


narrower test of “necessary” than is 


applied to the businessman and deny 
what are truly ordinary and necessary 
expenses of a student or teacher or re- 
We the 


Cardozo that 


searcher. have it on authority 


f Justice “reputation and 


learning are akin to capital assets”; 


that “the money spent in acquiring 


but that “it 
an ordinary expense of the operation of 


them is well spent,” is not 
a business.””! 

all ex- 
for a 


Thus under the general rule, 


penses incurred in preparation 


career in life, or to better one’s position, 
are deemed to 


learning or reputation, 


be of the non-deductible type. The pro- 
posed Regulations, Section 1.162-5(a)(2) 
provide that “Expenditures for educa- 
tion which are made primarily for the 
purpose of, or which have the result of, 
obtaining a position for the taxpayer; 
qualifying him to enter an employment 
or otherwise established in a 
trade or business or a specialty therein; 
establishing or enhancing substantially 
his reputation in his trade or business; 
substantially 


become 


advancing him in earning 


capacity, salary, status or position; or 
primarily fulfilling the general cultural 
aspirations or other personal purposes 
of the taxpayer are personal expendi- 


tures and are not deductible.” 

In only two areas have taxpayers been 
successful in their attempts to deduct 
educational and their 
success is now reflected in the proposed 
Regulations the 1954 Code. 


Where under state law teachers are re- 


expenditures, 
under 
quired to take certain courses or under- 


take 


teaching 


travel in order to retain their 


qualifications or credentials, 
the expenses incurred in such travel, or 
for tuition, residence at a university, 
books and similar items have been held 
deductible. 


Similarly, expenses of at- 


tending refresher courses by persons en- 
gaged in a profession have been held 
deductible incurred merely to 
keep proficient in a profession already 
acquired and not for the purpose of 
achieving a new status or position. 

Much and research 
pense does not fit within either of these 


because 


educational ex- 
two areas where deductibility has been 


conceded. Two recent cases, for ex- 


ample, involved expenditures incurred 
Ka- 
1238 (3956)), and in Mar- 


in obtaining advanced degrees. In 
mins (25° 


lor (27 TC No. 70 (7/26/56)), the tax- 
payers held temporary teaching posi- 


tions at universities prior to the com- 
pletion of the requirements for the Ph. 
D. degree in their fields. In both cases 
these taxpayers could retain their posi- 
tion only by diligently working toward 
the acquisition of the degree and by 
both 
the expenses incurred in meeting the 
requirements 


ultimately obtaining it. In cases 


for the doctoral degree 
were denied deductibility on the theory 
that these expenses were still part of the 
cost of general preparation for an aca- 
demic career and therefore not the type 
of expenditure which is incurred to 
maintain a position already securely ac- 
quired. 


This reasoning is sound, since 


the distinction between the teaching 


assistant or instructor who has yet to 
obtain his final degree to qualify for 
a permanent the 
attend 
special courses to retain his teaching 
credential is quite realistic. The 
for the distinction lies in the 


academic career and 


eacher who periodically must 
basis 
nature of 
the expenditure, capital in the former 
the 
the cases have not 


case, current and ordinary in sec- 


ond. Unfortunately, 


always applied this test. 


The Cardozo case said no 
In Cardozo, 17 TC 3 (1951) 
Court denied the deduction of expenses 


), the Tax 


incurred on a trip to Europe by a pro- 
fessor of Romance languages. Beyond 
that the 


purpose 


the 
undertaken 


mere statement by court 
the 


there 


trip was “for 
is no indi- 
the 


Europe, and whether the 


of research and study” 


cation of what was done during 
sojourn in 
places and persons visited show a close 
field. 


Was 


relation to the taxpayer’s special 
The main argument of the court 
that the university 
regulations required a professor to take 


since nothing in 


such trips to maintain his present posi- 


! Welch v. Helvering, 290 U.S. 111, 115-16 (1933). 
There is no doubt that Justice Cardozo thought 
such expenses to be necessary. “For many,” he 
said, “‘they are the only tools with which to hew 
a pathway to success.” Jbid. 
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tion, the expenses incurred were not 
necessary to his trade or business. 
Similarly, a Ruling of the Treasury 
Department takes the position that the 
expenses of an instructor at a private 
secondary school on a study trip abroad 
ire personal and therefore non-deduct- 
ible. Rev. Rul. 55-412 points out that 
the travel was not required by the school 
as a condition for retaining employment 
with it and the expenses were therefore 
deemed personal. Yet the facts show 
that school such travel 


the thought 


abroad sufficiently important for its 
teachers that it granted them leave with 


pay for that purpose. 


Untenable rule 

\ny rule imposing a test whereby edu- 
cational expenses are deemed necessary 
and ordinary only if required by some 
state law would not only be grossly un- 
fair but also quite untenable unless the 
statutory terms do not mean the same 
thing for the scholar as they do for the 
businessman. Two examples will illus- 
trate the problem. Mr. X and Mr. Y are 
professors of political science. From 
what little authority there is we may 
assume that they can deduct their mem- 
bership fees in professional societies, the 
cost of subscriptions to journals in their 
fields, and the cost of attending meet- 
the 


Political Science Association. They can 


ings of such American 


groups as 
also amortize the cost of learned treat- 
ises in their field. 

Mr. X the Western 
European area and uses his sabbatical 


specializes in 


leave for a trip to Europe during which 
he collects material for publication and 
for enriching his lectures with his per- 
will 
the 
clearly 


sonal experience. Undoubtedly he 
engage in some sightseeing along 
way, but his travel schedule 
shows that the main purpose of the trip 
is directly connected with his special 
field of study. Mr. Y is engaged in dif- 
ferent research and soon discovers that 
the material available at the library of 
his own university is inadequate. He is 
informed that the materials avail- 
able 


another part of the country where Mr. 


are 
at the library of a university in 


Y therefore spends his summer, incur- 
ring the expenses of the travel and of 
his stay while completing his research. 
\re X and Y entitled to deduct the ex- 
penses incurred in their scholarly enter- 
prises? 

that the 


term “‘necessary” is misconstrued in both 


It is submitted statutory 


the Cardozo case and this Revenue Rul- 


ing. In determining whether the ex- 
penses of a businessman are deductible, 
the 
whether or not a particular business ex- 


courts have never considered 
pense was required by any state law or 
trade regulation. In Welch (290 U. S. 
111, 113 (1933)), Justice Cardozo indi- 
cated that whether an expenditure is 
necessary is foremost a question to be 
answered by the taxpayer who incurs 
the expense and his judgment should 
not easily be discarded by the courts. 
The term has never been interpreted 
to mean legal or absolute necessity, but 
rather has been taken to require that 
the expense be reasonably appropriate 
and helpful to the taxpayer’s business. 
If it is necessary in that sense, the ex- 
pense cannot be a personal one. This is 
the test which should have been applied 
in Cardozo and in the Revenue Ruling. 

Under the same test our suppositious 
professors, X and Y, must be allowed to 
deduct their respective expenses. Since 
they deemed them necessary in their 
profession, or they would not have in- 
curred them, why should their judg- 
ment as to the necessity of the expenses 
not prevail? Independent research is 
an integral part of the curriculum in 
field of learning. Any 
teacher on the graduate level of educa- 


any advanced 
tion is measured in his effectiveness only 
partly by his class-room technique. His 
attainments in research are given at 
least equal weight. In other words, his 
profession is both the imparting of old 
and the acquisition of new knowledge. 
Expenses incurred in the latter pursuit 
are just as necessary as those incurred in 
the former. 

Little needs to be said on the ques- 
tion whether these expenses are also “or- 
dinary” within the meaning of the stat- 
ute. In the experience of the group with 
which we here deal such expenses are 
a normal and recurring incident of 
their chosen profession and this is the 
decisive test. 


Prizes and awards 
The 
awards is regulated by statute for the 


tax treatment of prizes and 


first time by Section 74 of the Internal 


Revenue Code of 1954. As the senate 
committee report shows, a_ statutory 
regulation was deemed necessary _be- 


held 


prizes awarded in a contest to be non- 


cause of certain decisions which 
taxable gifts rather than taxable income. 

Under the new statutory provisions of 
the 1954 
cludes in gross income all amounts re- 


Code, the general rule in- 
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ceived as prizes or awards. Section 74(b) 
provides an exception for prizes and 
three-fold 
if such prize or award is (1) given pri- 


awards which meet a test; 
marily in recognition of past achieve- 
ments in religious, charitable, scientific, 
educational, artistic, literary or civic 
fields; and (2) the recipient was selected 
without any action on his part; and 
(3) the recipient is not required to 
render substantial services as a condi- 
tion for receiving it, it is excluded from 
gross income. The first test makes the 
exclusion provision inapplicable to tele- 
vision and other advertising prizes and 
give-aways. The second test makes all 
contest prizes includible in gross in- 
come and thus overrules by legislation 
McDermott (150 F. 2d 585 (D.C. Cir. 
1945)) which had held the Ross Essay 
Prize of the American Bar Association 
excludible from gross income under the 


1939 Code. 


Taxation of scholarships 


The tax treatment of scholarships and 
fellowships is regulated by statute for 
the first time in Section 117 of the 1954 
Code. Under prior law, the question of 
whether such stipends could be ex- 
cluded from gross income depended 
primarily on whether they could be 
classified as gifts. 

Under the general rule of Section 117 
of the 1954 Code, all amounts received 
to cover expenses incidental to such 
scholarships or fellowship grants, and 
incidental to such 


to cover expenses 


actually so expended, are excludible 
from gross income. However, there are 
also certain limitations imposed by this 
Section. If the recipient is a candidate 
for a degree at an educational institu- 
tion meeting the requirements of Sec- 
tion 151(e)(4), he cannot exclude that 
portion of the scholarship or fellowship 
grant which is compensation for part- 
time teaching, research or other similar 
activity, though such activity be a con- 
dition to the award of the scholarship, 
unless such part-time research, teach- 
ing or other activity is required by the 
curriculum for all candidates for that 
degree. 

If the recipient is not a candidate for 
a degree, the payments are still exclud- 
ible from gross income, if the grantor is 
either a governmental agency or a tax 
exempt private organization as defined 
501(c)(3); 
quantitative limitation whereby the re- 


in Section but there is a 
cipient can exclude only an amount 
equal to $300 times the number of 
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months for which the grant is given. 
No further 
the 


exclusion is allowed after 


individual has excluded amounts 


as scholarships or fellowship grants, 
while not a candidate for a degree, for 
36 months, whethe1 not consecutive. 

rhe has ruled (Rev. Rul. 


55-554.) that where a granting institu- 


or 


Treasury 


tion adds an allowance for dependents 
to the grant, the total amount received 
is subject to Section 117 and its limita- 
tions on excludibility; the fact that such 


an added allowance is made does not 
enlarge the excludible amount under 
Section 117(b)(2)(B). 
Section raises problems 

The new statutory provision raises 
many problems. The first question 


which must be answered under this new 
Section is this: What is a scholarship or 
fellowship grant within the meaning of 
117? 


nition, but according to the Regulations 


Section The statute gives no defi- 
scholarships are amounts paid to a stu- 
dent to aid him in pursuing his studies; 
and fellowship grants are amounts paid 
to aid an individual in the pursuit of 
study or research. That these definitions 
will not be very helpful becomes imme- 
diately apparent when one explores the 
borderline between these new statutory 
concepts on the one hand and payments 
for services, gifts, prizes, and awards on 
the other. 

Because of the many and varied forms 
in which stipends for research or study 
are given today, it will often be hard 
to distinguish scholarships and fellow- 
ship grants from salaries. An example 
will point out the difficulty. 

Mr. 2 Mw a student in a 
physics department working for his doc- 
toral The 


grants from the Federal government to 


graduate 


degree. institution receives 
do nuclear research and in turn employs 
its graduate students to help in this 
task. After time, Z 


graduate students are assigned research 


some and other 


projects which are not only part of the 
governmental research program but also 
will serve as doctoral theses for these 
Are the by 


Z while working on what will be his 


students. amounts received 


fellow- 
the 


doctoral thesis scholarships or 


ships grants? The test given by 
2But see U.S. Reg. §§301.6316-1—306.6316-8, 
which provides for payment of income tax in 
foreign currency by Fullbright-fellows and which 
seems to assume that amounts received under 
such grants could be includible in gross income 
in their entirety. 

3U.S. Treas. Reg. 1.117-4(c) (1). 

*Section 501(c) (3) lists the following organiza- 
“Corporations, and any community chest, 
or foundation, organized and operated 
exclusively for religious, charitable, scientific, 


October 1957 


Regulations is whether the primary pur- 
pose of the research or study is to fur- 
ther the education and training of the 
recipient in his individual capacity or 
to benefit the grantor. This test had al- 
ready been hinted at in a Tax Court 
decision under pre-1954 law which ruled 
against the taxpayer on facts very simi- 
lar to the example here. (Banks, 17 TC 
1386 (1952)). 

There is little doubt that the Com- 
missioner will deny Z’s claim to the 
117 and will rule 
that the payments are salary for ser- 
vices. 


benefits of Section 


It is to be hoped that the Treasury 
will be realistic in applying its Regula- 
tion. To make a fair decision whether 
the purpose of the research is to train 
the recipient of the grant or to benefit 
the 


weighed. 


grantor many factors must be 
For example, many scholar- 
ships and fellowships are given on con- 
dition that the recipient devote full 
time research. 


it is such a common provision it is no 


to his studies or Since 
evidence that the grant is compensation 
Nor fact that 
the university may retain certain rights 
in the held 
show that the main purpose is the bene- 
fit of the university. After all, the uni- 
versity makes available laboratory facil- 
ities and equipment and office, library, 
etc. The prime purpose of a grant can 


for services. should the 


research product be to 


be the education of the recipient and 
still the university may wish to retain 
the possibility of recovering some of the 
substantial costs it incurred. 


The Fullbright fellow 

Exploring further the often elusive 
borderline between fellowships and pay- 
ment let the 
post-doctoral Fullbright fellow who is 
sent, for the period of an academic 


for services, us consider 


year, to a university abroad as a guest 
professor. He is paid in local currency 
the equivalent of the salary of a pro- 
fessor at the university where he will 
lecture and in addition receives amounts 
to cover transportation. Even though 
the amounts paid in local currency are 
superficially like a salary for teaching, 
it should be clear that they are received 
as fellowship grants within the meaning 
testing for public safety, literary, or educational 
purposes, or for the prevention of cruelty to 
children or animals, no part of the net earnings 
of which inures to the benefit of any private 
shareholder or individual, no substantial part of 
the activities of which is carrying on propa- 
ganda, or otherwise attempting, to influence 
legislation, and which does not participate in, 
intervene in (including the publishing or distri- 


bution of statements), any political campaign on 
behalf of any candidate for public office.”’ 


of Section 117. The Government itself 


has set up the disbursement of these 
funds in the form of a large-scale schol- 
arship and fellowship program under 
the Fullbright amendment to the Sur- 
plus Property Act of 1944. It makes 
these grants not because it bargains for 
the specific activity of the individual 
recipient, but because of the beneficial 
effect in terms of the advancement of 
learning, exchange of ideas and foster- 
ing of friendly relations with other 
countries which results from the opera- 
tion of the program as a whole. This 
seems to be the decisive element which 
establishes such payments as scholarships 
or fellowship grants within the meaning 
of Section 117.2 

The Regulations? differentiate from 
scholarships and fellowship grants not 
only payments which are compensation 
but amounts 
received in consideration for past or fu- 
ture services. It would be difficult to ar- 
gue that the continued salary paid to a 


for present services also 


professor during his sabbatical leave is 
not taxable income; it is part of the 
total he receives 
for his services as a faculty member. But 


consider this situation: a private sec- 


consideration which 


ondary school feels that its teachers will 
benefit so greatly from study trips 
abroad that it gives them “leave of ab- 
sence with pay” to undertake such trips. 
Could these amounts be deemed fellow- 
ships? —The answer would depend on 
several factors. If it is in the nature of 
a sabbatical leave, that is, if the teach- 
ers are entitled to leave with pay after 
a given number of years of teaching at 
the school, it cannot be a fellowship. If 
the teacher is obligated, after taking 
such leave, to return to the institution 
for further teaching, it is not a fellow- 
ship. In the first instance the leave-pay 
is for past services rendered, while in 
the latter situation it is advance com- 
pensation for services to be rendered in 
the future. If neither is the -ase, and 
if the travel project on which the grant 
is conditioned is one designed to fur- 
ther the education and training of the 
recipient in his individual capacity, it 
is dificult to see why these payments 
should not be deemed fellowships with- 
in the meaning of Section 117. The fact 
that the added learning and experience 
of the teacher will redound to the bene- 
fit of the school which makes the grant, 
if the teacher returns to his former posi- 
tion, should not deprive these payments 


of their character as fellowship grants. 


A complex of problems is raised by 


wa 
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the necessity of distinguishing between 
scholarships and fellowship grants on 
one hand and awards and prizes under 
Section 74(b) of the 1954 Code 
the The express 
117 in Section 74 
indicates the possibility of overlap. The 


and 
cifts on other hand. 


reference to Section 


Regulations make it clear that once a 
grant is deemed subject to Section 117, 
and therefore excludible at least in part, 
the portion which could not be ex- 
117 
excluded as a gift or as a prize or award. 


cluded under Section cannot be 
But this would not foreclose the argu- 
ment that a particular amount received 
by a taxpayer is entirely a gift or a 
prize or award rather than a scholar- 
ship or fellowship grant; when the re- 
ceipts exceed the excludible amounts 
117, the 


seem worthwhile to the taxpayer. 


under Section argument may 

Under the terms of most scholarships 
or fellowships the question of prizes 
and awards under Section 74(b) cannot 
arise because normally interested per- 
sons must make application for them. 
But there are post-doctoral research 
grants which are offered to individuals 
selected without any participation or 
application on their part and who re- 
the fact that 


name is even being considered until the 


main ignorant of their 


erant is offered to them. The selection 
is made entirely on the basis of the 
the 
dividual. If, in addition, the recipient 


past record of achievements of in- 
is left entirely free to decide what to 
do with the grant, that is, if there are 
no specific conditions relating to desig- 
nated research projects, reports to the 
granting institution, or similar require- 
ments which are common conditions to 
fellowships or scholarships, there may 
be a genuine question whether such 
the 
clusionary provisions of Section 74(b). 

Che 


considering the every-day 


amounts do not come within ex- 


answer can be found only by 
meaning of 
the words and 


“fellowship grant” 


prize.”” The former implies a giving to 
further learning and scholarly endeavor, 
the latter is a gift in recognition of past 
achievement. The fact that the recipi- 
ent is selected on the basis of his past 
record of achievements does not mean 
that the grant is made to reward him 
for them, but may and is more likely 
to mean that the donor expects future 
achievements, with the help of this 
grant, and this is a well-founded hope 
considering the recipient’s past record. 
The absence of any conditions may be 


explained by the reasonable expectation 
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WHAT THE 
On prizes and awards 
SecTION 74(a): General rule.—Except 
as provided in subsection (b) and in 
Section 117 (relating to scholarships 
and fellowship grants), gross income 
includes amounts received as prizes 

° and awards. 

Exception.—Gross income does not 
include amounts received as prizes 
and awards made primarily in recog- 
nition of religious, charitable, scien- 
tific, educational, artistic, literary or 

if—(1) 


the recipient was selected without 


civic achievement, but only 
any action on his part to enter the 
contest or proceeding; and (2) the 
recipient is not required to render 
substantial future services as a condi- 
tion to receiving the prize or award. 


On scholarships and grants 

SECTION 117(a): General rule.—In the 
case of an individual, gross income 
does not include (1) any amount re- 
ceived—(A) as a scholarship at an 
. or (B) as 
the 
and 


educational institution 


a fellowship grant, including 


value of contributed services 
accommodations; and (2) any amount 
received to cover expenses for travel, 
research, clerical help, or equipment, 
which are incident to such a scholar- 
ship or to a fellowship grant, but 
only to the extent that the amount is 
so expended by the recipient. 
Limitations.—Individuals who are 
candidates for degrees: In the case of 
an individual who is a candidate for 
a degree at an educational institu- 
(a) shall 
apply to that portion of any amount 


tion subsection not 


received which represents payment 
for teaching, research, or other ser- 
vices in the nature of part-time em- 
ployment required as a condition to 
receiving the scholarship or the fel- 
lowship grant. If teaching, research, 
or other services are required of all 


candidates for a particular de- 





LAW SAYS 
gree as a condition to receiving such 
degree, such teaching, research, or 
other services are required of all 
candidates .. . for a particular degree 
as a condition to receiving such de- 
gree, such teaching, research, or 
other services are required of all 
candidates for a particular de- 
gree as a condition to receiving such 
degree, such teaching, research, or 
other services shall not be regarded 
as part-time employment within the 
meaning of the paragraph. 
Individuals who are not candidates 
for degrees: In the case of an indi- 
vidual who is not a candidate for a 
degree at an educational institution 
subsection (a) shall apply only 
if the condition in subparagraph (A) 
is satisfied and then only within limi- 
tations provided in subparagraph (B). 
(A) Conditions for exclusion.—The 
grantor of the scholarship or fellow- 
ship grant is an organization de- 
scribed in Section 501(c)(3) which is 
exempt from tax under Section 501 
(a), 


mentality or 


the United States, or an instru- 


agency thereof, or a 
State, a Territory, or a possession of 
the United States, or any political 
subdivision thereof, or the District of 
Columbia. 

(B) Extent of 
amount of the scholarship or fellow- 


exclusion.—The 


ship grant excluded under subsection 
(a)(1) in any 
limited to an amount equal to $300 
the 


taxable year shall be 


times number of months for 
which the recipient received amounts 
under the scholarship or fellowship 
grant during such taxable year, ex- 
that 


lowed under subsection (a) after the 


cept no exclusion shall be al- 
recipient has been entitled to ex- 
clude under this section for a period 
of 36 months (whether or not consec- 
utive) amounts received as a scholar- 
ship or fellowship grant while not a 
candidate for a degree at an educa- 


tional institution. 








of the donor that the recipient will 


without specific limitation the 


apply 
funds in a manner which meets the pur- 
poses of the donor. Thus, if the motive 
of the donor is carefully considered, it 
should not be hard to distinguish schol- 
arships and fellowship grants from 
prizes and awards. 


There is no doubt that the most difh- 


cult problems in the practical applica- 
117 the 
areas just discussed, having to do with 


tion of Section will arise in 
the definition of the term “scholarships” 
and “fellowship grants” as used in this 
new section. But there are other prob- 
lems to be considered. 

The source of the grant becomes of 


special importance for persons who are 
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not candidates for a degree. The recipi- 
ent of such a stipend cannot claim the 
benefits of Section 117 unless the gran- 
tor is a governmental agency or a pri- 
as defined 
in Section 501(c)(3).4 Although the com- 
mittee 


vate tax exempt institution 


reports do not mention this, 


Congress probably intended by this 
limitation to aid in distinguishing be- 
for 
difficult 


where the recipient of the payments is 


tween fellowships and payments 


services, a distinction quite 


not a candidate for a degree. Grants 
made for research by organizations other 
than those under 501(c)(3) would prob- 
ably in any event be more often pay- 
ment for services than fellowships. By 
disqualifying all but those tax exempt 
groups which have traditionally been 


the administrators and disbursers of 


scholarship and fellowship programs, 
Congress has barred any attempts by 
other groups to bring their disburse- 
ments for research under Section 117. 
It follows that if a labor union which 
is tax exempt under Section 501(c)(5) or 
a Chamber of which is tax 
Section 501(c)(6) makes 
a post-doctoral research grant, the re- 
cipient could not claim the benefits of 


Section 117. It is 


Commerce 


exempt unde 


therefore advisable 
that whenever an organization not with- 
in Section 501(c)(3) wishes to make a 
genuine fellowship grant to a person 
fol 


not a candidate 


a degree, this be 
done by channelling the gift through a 
qualified institution such as a university. 
If the 


with the selection of the recipient, and 


university is then also charged 
if the grant is not conditioned on the 
recipient doing research work which is 
specified in detail by the original donor 
of the fund, the amounts received par- 
take of the benefits of Section 117 and 
are not payment for services. 

One area in which advance planning 
may will 


expenses. 


Save taxes and certainly save 


confusion is the 


$300 a month limitation on persons who 


Because of 


are not candidates for a degree, any 


money which is in fact received for 


travel, research, clerical help or equip- 
ment should be separately advanced by 


the donor and labeled as such. 


Let us assume that a taxpayer, an 


eminent professor of sociology, receives 
a post-doctoral grant from a qualified 


foundation to study the social institu- 


tions of some remote and primitive 


tribe. He receives a total of $12,000 for 


one year and he incurs for 


transportation and other travel costs in 
the amount of $6,000. In the first part 


expenses 
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that 
the 
ordinary and necessary expenses of a 


of this article it has been shown 


these expenses are deductible as 


scholar. Since only a portion of the 


amount received is to be included in 


gross income, deductible expenses in- 
with the fellow- 
ship grant should probably be allocated 
in the same ratio to excludible and in- 


cludible portions of the grant. How- 


curred in connection 


ever, the Regulations are silent on this 
problem, and a taxpayer would certain- 
ly be entitled to see first whether it 
would be improper to deduct the entire 
amount of the expense. The whole prob- 
lem is avoided quite simply if the donor 


institution makes an estimate of the 
expenses and expressly designates a por- 
tion of the grant to cover these ex- 


penses. Amounts so designated to cover 
expenses, and actually so expended, are 
excludible under Section 117(a)(2) and 
the quantitative limitation in Section 
117(b)(2)(B), the 
sion to persons who are not candidates 
for a degree only up to $300 times the 


which allows exclu- 


number of months covered by the grant, 


apply to such 


the 


does not expenses. 
Whether limitation Sec- 
tion 117(b)(2)(B), which denies the ex- 
clusion after the taxpayer has had the 
benefits of 117 
applies to expenses excludible under 
Section 117(a)(2) is not clear. The stat- 
utory language seems to mean that if 


second of 


Section for 36 months, 


a taxpayer who is not a candidate for 
a degree has excluded scholarships and 
fellowship grants under Section 117(a) 
(1) for 36 months, he can thereafter ex- 
clude neither further’ grants nor 
amounts expressly designated to cover 
expenses and actually so expended. But 
month the 
merely received such expense amounts 
excludible under Section 117(a)(2) does 


not count in the total of 36 months after 


any for which taxpaye! 


which further exclusions are denied. 
The great difficulty encountered in 


writing on problems in this area lies 


in the dearth of case law. Scholars are 
not litigious, and if they wanted to be, 
they could hardly afford it. But if the 
existing precedent was correctly evalu- 
ated, there is no doubt that the deep 
cleavage between those within and those 
without the ivory tower has, in this in- 
stance, redounded greatly to the detri- 
ment of those within. The tax collector, 
clearly, is ante portas. 

The discussion of the tax treatment of 
expenses of scholars clearly shows that 
no more is needed to obtain just results 
than a recognition of the fact that our 
college and university instructors and 
professors are expected to be more than 
lecture note reproduction machines. In- 
the 
specific field of each individual is an 


dependent research and study in 


integral part of his duties, and the ex- 
penses incidental thereto are the ordi- 
nary his 
chosen profession. Once this fact is ac- 


and necessary expenses of 
knowledged, the statute means for the 
scholar exactly what it means for the 
That 


strongest 


businessman. there are, in addi- 


tion, the considerations of 
public policy in favor of allowing the 
deduction of such research and _ study 
expenses hardly needs mention. 

With regard to the other two areas 
of the law here discussed, the new statu- 
tory regulation of prizes and awards 
will not create many problems in its 
practical application. The new statu- 
tory regulation of scholarships and fel- 
lowships, on the other hand, will cause 
some difficulty due to the wide variety 
of grants for scholarly purposes which 
are available today. However, there is 
that 117 


clarifying a 


no doubt Section can fully 


perform its function of 
formerly confused area of the revenue 
laws if it is applied with a keen under- 
life 
operation of those tax exempt founda- 


standing of academic and of the 
tions which today disburse a substantial 
part of the funds which oil the wheels 


of scholarly enterprise in this country. 





Wife liable on joint return which she 
neither authorized nor signed. [Acquies- 


cence]. After taxpayer furnished her hus- 


band’s accountant with information 


about her 1951 income, the accountant 
included it on a joint return without 
her knowledge or consent and signed 
her name to the return. Three months 
later she endorsed the refund check, 


and in a separate return for 1952, she 


stated that she filed a joint return for 
1951. The that 
taxpayer acquiesced in and gave her 


Tax Court concluded 
tacit consent to the filing of a joint re- 
turn for 1951 and was therefore jointly 
and severally liable for that year’s de- 
She be the 
standard deduction, since it would be 
more than itemized deductions after two 
uncontested 


ficiencies. should allowed 


disallowances. However, 
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waiver of restrictions on assessment of 
tax and fraud penalty was not proof of 


TC 270, acq. IRB 1957- 


Can’t file joint return; new marriage 
took place before dworce became final. 
Taxpayer's first wife obtained a Calli- 
which had 
final on the date he married his second 


fornia divorce not become 


wife in Mexico. The court interprets 
law and holds that the 


marriage 


the California 
and 


therefore the taxpayer and his second 


second was not valid 


wife are not entitled to file a joint re- 
turn. Gersten, 28 TC No. 84. 

No penalty for underestimating; pay- 
ments exceeded tax on previous year’s 
return (1939 Code). Taxpayer’s esti- 
mated tax payments were greater than 
the amount of tax shown on his return 
The 
the 
mined for the prior year. The circuit 


for the preceding year. estimate, 


however, was less than tax deter- 
court holds that penalties for under- 
estimation should not be assessed. The 
statute provides for a comparison of the 
estimated tax with the tax reported in 
the prior year, not that ultimately de- 
1954 


also, there is no penalty if the 


termined on audit. [Under the 
cy rae 
estimate is based on the tax “shown on 
the return” for the preceding year.— 


I Schwarzkopf, CA-3, 7/10/57. 


No double penalty for not filing esti- 
mate (old law). Taxpayer did not file 
a declaration of estimated tax for 1952. 
he Commissioner assessed penalties for 


failure to file a timely declaration and 


for substantial underestimation of tax. 
This court grants a refund on the 
ground that penalty for substantial 


underestimation of tax may not be im- 
posed in addition to penalty for failure 
The 
nounced he 


I Che 


penses for failure of proof of their busi- 


to file. Commissioner has an- 


will not foliow this rule.— 
court disallowed claimed ex- 
ness nature. Nor did the taxpayer prove 
claimed 


stock security loss. Erwin, DC Ore., 


the year of worthlessness on a 


»/10/57. 


Double penalty (not filing and under- 
estimate) unlawful. In accordance with 
previous decisions, the court holds that 
the Commissioner may not assess both 
the penalty for failure to file a declara- 
tion of 1953 and a 
penalty for underestimating the tax. It 


estimated tax for 


ordered a refund of the penalty for 


underestimation. [The Commissioner has 
announced that he is not following these 
cases. Under the 1954 Code, there is 
one penalty computed on the excess of 
tax due over payments.—Ed.] Todd, DC 
Ga., 6/6/57. 


Penalty for failure to file upheld in 
spite of “dummy” return prepared by 
Collector. Taxpayer deposited a check 
with the Collector’s office on 3/15/51. 
Later, when it was determined that the 
check was in payment of an estimated 
tax installment, the Collector on 12/ 
13/51 prepared a “dummy” declaration 
of tax and applied the payment against 
1951 tax liability. 
However, the court holds the December 
dummy 


taxpayer's income 


declaration was not timely. 
Penalties for failure to file a_ timely 
declaration for 1951 are 


Speicher, 28 TC No. 104. 


sustained. 


Failure to file estimates for three years 
not excused by IRS inaction. Taxpayer, 
left book- 


keeping and tax work to a girl in the 


a new and used car dealer, 
office, a bookkeeper who came in weekly 
and his brother-in-law who prepared in- 
come tax returns. He filed no estimates 
for 1951, 1952 and 1953. He argued that 
this was reasonable in view of his own 
ignorance and that of his advisors and 
because the IRS accepted the returns 
though it was obvious an estimate should 
have been filed. The court said merely 
there was no reasonable cause for failure 
to file and sustained the penalty, in ad- 
dition to the penalty for substantial 
underestimate. Hansen, TCM 1957-113. 


Misinterpretation of law not “reason 
able cause” for failure to file. A man- 
ager with a fixed annual income of 
$10,000 filed no declaration of estimated 
tax 1950. 


terpreted the 1939 Code provision re- 


for He contends that he in- 
quiring an individual to file a return if 
his gross income was expected to exceed 
$4500 plus $600 for each exemption to 
mean that if a joint declaration could 
be filed, the income must exceed $9000 
the The 


court holds the interpretation incorrect, 


plus available exemptions. 


and since ignorance of the law does not 


constitute reasonable cause, it sustains 


the penalty for failure to file. The court 
further holds that the filing of waiver 
872 the 


limitations assessment 


Form extending statute of 


for also covers 
any additions and penalties determined 
within the period as extended. Picard, 


28 TC No. 106. 
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Filing zero estimated tax declaration 
will avoid “failure-to-file penalty (Old 
Law). Each of four partners of a gambl- 
ing casino filed a declaration of esti- 
mated tax showing an estimated income 
of zero 1948. The 
assessed penalties for failure to file in 


for Commissioner 


addition to the penalty for substantial 


underestimation. He argued that the 
partners did not attempt to make a 
bona fide estimate of their 1948 tax 


and that this amounted to a failure to 
file a declaration. The court disagrees, 
holding that zero declarations are 
Murdock 


and Pierce dissent: recognizing a zero 


proper declarations. Judges 
declaration exalts form over substance. 
[Penalty is the 1954 
Code on the difference between amounts 


assessed under 
paid on the estimate and tax due; there 
is no specific additional penalty for 
failure to file—Ed.| Delsanter, 28 TC 
No. 94. 


Failure to file estimate not excused by 
lack of cash or IRS inaction in prior 
years. Taxpayers sought to excuse their 


failure to file 1950 estimates on the 
ground that they were short of cash and 
also that their failure to file in four 


prior years had brought no action by 
the IRS. told 
them that the IRS was not enforcing the 
Regulations The 
Court held that they had no reasonable 
ground for failing to file. Marbul, 28 
TC No. 74. 


Their accountant had 


on estimates. Tax 


SS benefits are support for dependency 
exemption. Social security benefits paid 
to the child of a deceased worker and 
used for the child’s support must be con- 
sidered as the childs own contribution 
toward his support in determining who, 
for dependency exemption purposes, 
furnished more than half of such sup- 


port. Rev. Rul. 57-344. 


Stepfather didn’t prove greater 
tribution than father’s for support of 
child. Taxpayer and his wife had living 


con- 


with them their daughter and the wife’s 
son by a previous marriage, aged about 
four during year in question. Taxpayer 
claimed the stepson as a dependent, but 
the Court disallows the exemption. The 
child’s father $700 
a year. The total amount expended for 


contributed abt 
support (including the father’s contribu- 
tion) the court finds could not possibly 
exceed $1,000, and this estimate is overly 
generous because it allocates about one 
fourth of the household expenses to the 
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child, which, the notes, is 
reasonable in view of his age. Tucker, 


TCM 1957-118. 


court not 


Father denied exemption for children; 
failed prove support. ‘Taxpayer 
proved that he contributed $688 
tainly, and probably $160 more, or a 


to 
cer- 


total of $848 toward the support of his 
two children. The amount contributed 
by his divorced wife, if any, who had 
custody of the children, was not shown. 
The court concludes taxpayer failed to 
carry his burden of proof that he con- 
the total 
childrens’ 


tributed more than 50% of 


amount spent for the sup- 
port. Dependency exemptions for the 
children are denied. Owens, TCM 1957- 


134. 


Dependency credit for sister allowed. 
Based on the testimony and other evi- 
dence the court concludes that taxpayer 
one-half of the 
support of his sister during 1953 and is 


contributed more than 
therefore entitled to a dependency credit 
for her. Dysleski, TCM 1957-149. 


Can't even get a one-half exemption for 
mother-in-law. Taxpayer made a novel 
but get 
tax benefit for maintaining his mother- 
in-law for part of the year. He claimed 
a one-half exemption for her because 


unsuccessful attempt to some 


she lived at his home from January to 
June. The court sustains the Commis- 
sioner’s TCM 
1957-148. 


disallowance. Glennon, 


Flower growing a business, not a hobby; 
loss allowed. Taxpayer who had _ prac- 
ticed for 
years in New York owned property in 


as a patent attorney many 
Virginia used as a summer home. He 
knew nothing about flower growing but 
friend to undertake 


commercial 


was induced by a 


large-scale growing, tax- 
payer to supply the land and capital 
and the associate to operate it. Tax- 
payer had three different managers in 
$10,000 
and finally abandoned the venture. The 


court holds the loss was not a hobby loss 


three years, incurred over loss 


but incurred in a profit-making venture 
and so deductible. Morton, TCM 1957- 
101. 


Adman’s boat was used partly for pleas- 
ure and partly in chartering business. 
Taxpayer had been for some years one 
of the principal owners of an advertis- 


ing agency. Due to poor health he de- 
cided to buy a boat, refurbish it, and 
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charter it out with the idea of building 
up a business and retiring from adver- 
tising. In 1948, the year in question, he 
was still working at - advertising. The 
court finds that the use of the boat was 
40%, for the chartering business (ex- 
penses allowable though he didn’t ob- 
tain his first charter income until 1949) 
and 60% for personal. Greist, TCM 
1957-125. 


Bagel baker denied deduction for 
wages paid in “cash.” Prior to 1951 it 
was customary in the bagel baking in- 
dustry to pay workers a part of their 
wages in cash. These amounts were not 
reported on payroll tax returns. A\l- 
though taxpayer, a bagel baker, fol- 
lowed for the years 1948- 
1950, allows him to deduct 
only for those amounts shown on the 


this custom 
the court 


payroll tax returns, since taxpayer 


offered no direct evidence to substan- 
tiate the excess payments. Fraud penal- 
ties assessed by the Commissioner are re- 
jected, the court saying that there is 
nothing in the record to prove fraud. 
East New York Sanitary Bagel Bakery, 


TCM 1957-144. 


Building inspectors not police; no ex- 
clusion of subsistence. The 1954 Code 
excludes (Section 120) up to $5 a day 
received as a statutory subsistence allow- 
ance by a police official. The Service 
holds that sanitary or building inspec- 
tors are not police even though they 
wear a police badge and are charged 
with the enforcement of some laws. Rev. 
Rul. 57-309. 


State filing fee for electeral candidates 
deductible. A filing fee (three or five 
percent of the annual salary of the 
position sought required by the state of 
New candidate for 
election is a deductible state tax. Rev. 
Rul. 57-345. 


Mexico from each 


Computation of medical expense allow- 
able for two wives in one year. In the 
same year taxpayer’s first wife died (over 
age 65) and he (under 65) remarried and 
filed a joint return with his second wife 
(also under 65). He incurred medical 
and drug expense for himself and both 
wives. He should separate the drug ex- 
for his first from that 
himself and his second wife. The 1% 


pense wife for 
of adjusted gross income which cannot 
be deducted is allocated to each in pro- 
portion to total drug expense. The 


allowable amount so determined for the 





first wife, plus all her medical expense) 
is fully deductible. However for himsel{ 
and the second wife only the excess of 
the limited drug-plus-medical expense; 
over 3% of adjusted gross income is de. 
ductible. Rev. Rul. 57-310. 





- 


Can’t claim headquarters city for job 
was not tax home. Taxpayer claimed a 
expenses while away from home, un: 





reimbursed meals and travel expense in/ 
curred while an employee from April to St 
August. The employer required him to 





choose a headquarters city and res ret 
imbursed only expenses incurred in 
other areas. He chose Atlanta and there. 
fore had to pay his Atlanta expenses} , 
himself. He claimed for tax purposes ; 
however that Nashville was his home| ‘* 
The court noted that he had been liv.) > 
ing in Atlanta with his wife (who ob-/ plete 
tained a job there) in a hotel when he] indi 
took the job and later moved to an} P h 
apartment there. True he had a rented} = a 
home in Nashville during part of the belic 
year. But the court concludes that dur) "US 
ing the period of employment he was} fisca 
living in Atlanta and could not deduct bili 
expense there as incurred while away Sign 
from home. Riley, TCM 1957-117. | ; 
Ir 
Amount allowable for itemized dedu-| ‘*“ 
tions determined. In a series of cases in} “VY 
which taxpayer claimed itemized de- not¢ 
ductions, and in which the Commis- mad 
sioner disallowed them and substituted| 
the standard deduction, the court finds, 4 
on the facts in each case, the amounts a 
to be properly allowed as deductible ex- | a 
penses. Scheftel, TCM 1957-139; Pac-| bis! 
cione, TCM 1957-140; Russo, TCM Fou 
1957-141; Saunders TCM 1957-142; O’-( Une 
Malley, TCM 1957-143; Power, TCM stat 
1957-146; Quinlan, TCM  1957-147;{ ™2° 
Glennon, TCM 1957-148: McCormack,} »@* 
TCM 1957-150; Flynn, TCM 1957-151;| !9° 
Delaney, TCM 1957-152; McGovern,)  " 
TCM 1957-153. } of 
Sess 
Harness racing promoter allowed travel alm 
expenses. Taxpayer was employed in| ©" 
1947 by a New York harness racing pro- 
moter to investigate possibilities of ex- legi 
panding harness racing operations in| P** 
Florida, Arkansas, and Missouri. He{ ‘#* 
claimed a deduction of $5000 for “‘travel- @ ™° 
ing-entertaining” during the year. The{ °° 
court finds taxpayer’s absence from New mil 
York was temporary and allows a deduc- | *"™ 
tion of $2500 under the Cohan rule for | le 
out-of-town travel, food, and lodging. def 
No expenses were allowed for “enter- 
ma 


tainment.” Schoenbaum, TCM 1957, 137. 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH PP STAPCHINSKAS 





State legislatures show no signs of 


revising state tax rates downward 


- pene STATES have increased the 
rates of one or more major State 
1956. With all 


six state legislatures having com- 


tax since January l, 
but 
pleted their 1957 sessions, there is no 
indication that there is any reversal to 
be hoped for in the recent upward trend 
of state budgets and taxes. In fact, it is 
believed that state spending and reve- 
nues may exceed $22 billion in the next 
fiscal year (1958) as compared to $9 
recorded ten 


billion years ago. 


Significant changes 


In a survey of significant changes in 


state tax structures since 1955 legisla- 
sessions, the Tax Foundation, Inc., 
the 


made major revisions in rates to meet 


tive 


notes that almost all states have 


the fast-changing economic picture of 
today 
“Pressures exerted by a growing, pros- 
perous population for additional schools, 
the 
“con- 


highways and _ other facilities,” 


Foundation’s Tax Review states, 


tinue unabated. Bumper yields from 


state taxes have not been adequate to 
make ends meet, and many legislatures 
1956 or 


1957 sessions to balance state budgets.” 


have had to increase taxes in 


It now appears that the total number 
1957 


1955, when 


of tax measures enacted during 
sessions will be less than in 
almost 3,000 tax law changes were re- 
corded. 

The expanding economy and _ state 
legislative action in earlier sessions, es- 
pecially in 1955, boosted fiscal 1956 state 
tax collections (excluding unemploy- 
ment compensation) to $13,375 million, 
or 15.3% over 1955 yields of $11,597 
million. Since all indications point to a 
similar larg 1957 


lections, a number of state legislatures 


e increase in tax col- 
deferred major tax action this year. 
\ total of 52 increases in the rates of 


major taxes took place in 24 states. 


Major changes in rates since 1955, listed 
by category, follow: 


Income taxes 

Kentucky, in 1956, imposed a gradu- 
10% to 30% 
dividuals; also changed corporate rates 
flat 
income up to $25,000; 7% on income 
over $25,000. Idaho, in 
graduated rates of personal income tax, 


ated surtax rate of on in- 


from 4.5%, to 5% on net taxable 


1957, increased 


and imposed flat 8% plus 10% surtax 
on corporation income (replacing grad- 
uated tax formerly levied at 1.5% to 
8%). Kansas, in 1957, 


tion income tax rate from 2% to 3° 


raised corpora- 
«a 
Raised personal income rates only in 
upper $5,000 to 
$7,000, increased from 3.0% to 3.5%; 


oO” 


brackets, i.e., from 
over $7,000 (net income) increased from 
4%, to 5%, in tax years beginning after 
1956. 1956, 


corporation rates from 4.5% to 5.0% 


Maryland, in increased 
(additional revenue dedicated to finance 
new port authority). Pennsylvania, in 
1956, increased corporation rates from 
5% to 6% (1957 legislature extended 


0 
6% rate through 1958 and 1959 tax 
years). Montana, in 1957, increased 
graduated rates on individuals (from 
present 1% on first $1,000 with addi- 
tional 0.5% each additional $1,000 up 
to 4%, on seventh $1,000, to maximum 
5% on net income in excess of $7,000). 


Reduced personal deduction from 
$1,000 to $600. Corporate rates increased 
from 3% to 5%. Colorado reduced tax 
credit granted corporations and individ- 
uals from 20% to 15%. Personal deduc- 
tion increased from $600 to $750. New 
York extended for 1957 personal income 
tax credit of 15% on first $100 tax and 
10% on next $200 (passed 1956). Oregon 
reduced personal tax slightly, with per- 
sonal exemption increased from $500 to 
$600, and the 45% surtax on personal 


income repealed; graduated rates in- 
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creased, resulting in substantia! inclu- 
sion of surtax in graduated rates. 


General sales taxes 


Arkansas increased rate from 2% to 
3%, effective February 15; Maine in- 


creased rate from 2% to 3%, effective 
July 1; Rhode Island increased rate from 
907 


oO 


year; Indiana increased tax rate on in- 


to 3%, effective June 1 for one 
come from wholesale sales from 0.25% 
to 0.375%; 
tail merchants, dry cleaners and laun- 
dries from 0.5% to 0.375%; 
sales of 10 cents and up are now sub- 


reduced income rate on re- 
in Florida, 


ject to sales tax (previous minimum was 
$.19), as are clothing under $10, mixed 
drinks, malt beverages, cigarettes and 
oils and greases; Pennsylvania adopted 
(the only new major tax since January 
1, 1956) a 3% selective sales tax passed 
by the 1956 legislature and made perma- 
nent in revised form by the 1957 ses- 
sion; Jowa retail sales and 


use tax 


dropped to 2% on July 1 (Governor 
vetoed extension of previous 2.5% rate); 
Florida has levied a new 1% tax on the 


sale, rental or use of motor vehicles 
after July 1, as part of the 1957 revision 


of its tax structure. 


Gasoline taxes 


Massachusetts (1956) increased rate 


from 5c to 5.5c per gallon, effective 
July 1. Indiana (1957) raised rate from 
4c to 6c. South Dakota (1957) raised rate 
from 5c to 6c. Utah (1957) raised rate 
Nebraska (1957) raised 
to 7c. Oklahoma (1957) 
raised rate (from June 1-Dec. 31, 1957) 
6.58c to 7.58¢ 
Montana replaced a temporary 


from 5c to 6c. 
rate from 6¢ 
from (highest rate in 
U. S.). 
7c per gallon rate by a permanent 6c 
tax, effective January 16, 1958. 


Cigarette taxes 


New Jersey raised rate from 3c a 
pack to 5c. Ohio from 2c to 3c. West 
Virginia from 4c to 5c. Montana from 


4c to 5c (in February, to pay for Korean 
bonus); from 5c to 8c (in March, effec- 
from 4c to 5c; 


tive July 1). Wisconsin 


Michigan from 3c to 5c. Vermont from 
4c to 5c. Kansas from 3c to 4c. Nebraska 


from 3c to 4c. Wyoming from 2c to 3c. 


Alcoholic beverages taxes 


Louisiana increased its tax on liquor 
from $1.58 to $1.68 per gallon in 1956. 
Michigan added a surtax of 4% to its 
distilled spirits tax beginning July 1. 
Montana, in 1957, increased its liquor 
taxes from 8% to 20% of retail selling 
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North Carolina Omnibus Tax Bill 


A COMPREHENSIVE revision of the state 
tax system of North Carolina was un- 
dertaken by the 1957 state legislature, 
which drew up a 300-page omnibus 
bill based on the report of the State 
Tax Study Commission, which re- 
ceived the support of the governor. 
Principal purpose of the new legisla- 
better 


climate for business as part of a pro- 


tion was to provide a tax 
gram to attract industry to the state. 

Most important change is the re- 
vision of the formula for allocating 
income as the basis for the corpora- 
tion income and franchise taxes. The 
new formula determines the taxable 
income of a corporation on the basis 
of property, payroll, and sales ratio 
in the state to totals for each of the 
three factors. Taxpayers are expected 
to save some $7 million annually. 











price. Vermont increased its tax on 


spirits from $3.60 to $5.10 per gallon 
and on fortified wines from $1 to $1.20 


October 1957 


for the period beginning August 1. The 
Illinois liquor tax was raised from $1.00 
to $1.02 per gallon, effective July 1. 


Property taxes 
Maryland will levy a state property 


debt 
million loan authorized in 


tax for a $75 
1956. Mon- 
tana increased the state property tax 6 
mills for state purposes and the legisla- 
ture authorized a referendum on a pro- 


posal to impose an additional 6 mills 


service costs on 


state levy on property for support of 
the University of Montana. North Da- 
kota has imposed a state property tax of 
not less than $600,000 yield annually to 
retire a $9 million bond issue for Korean 
veterans’ Colorado increased 
1956 for the 
hospital, state penitentiary, and land 


bonus. 


property taxes in state 


acquisition for a state college. Kansas 
enacted a blanket tax on taxable prop- 
erty, together with a tax of 5 mills on 
other 


money, and 


debt. West Virginia, in 1956, authorized 


notes evidences of 
an additional state property tax if exist- 
ing revenues proved insufficient to meet 
the debt service requirements of a $10 
million road construction bond issue. 








The following reports on significant 


new state tax decisions are provided 


through the cooperation of the 
Federation of Tax Administrators. 
They are adapted from Tax Ad- 


ministrators News. 











No use tax on leased equipment rentals. 
Taxpayer sold heavy road building ma- 


chinery and equipment at retail. The 
greater number of the sales were ne- 
gotiated through lease agreements by 


which rentals paid by the lessee were 
applied against the final purchase price. 
the transactions 


Two-thirds or more of 


resulted in sales. The state assessed use 
taxes against the rentals paid on leased 
equipment on which the option to pur- 
had the 


basis that such equipment had been sub- 


chase not been exercised on 
jected to a use by rental on the part of 
the taxpayer. The court, however, holds 
that since the returned equipment was 
ultimately sold in the regular course of 
business, as was all property acquired 
by the taxpayer, the use tax could not 
be imposed. It reasoned that the use 
tax was applicable only to property 
brought into the state for use and not 


to that which was subject to the sales 
tax. Brown, Sp. Ct. Ia., 4/3/57. 


Plane crash no “casualty” for Wisconsin. 
\ Wisconsin resident purchased an air- 
plane in 1954 for $2,100. Several months 
later while attempting a take-off, the 
plane was totally wrecked. Thereafter, 
he sold the plane for junk receiving $50 
for it. On 1954 income tax return 
he deducted $2,050 as a loss on sale of 


his 


personal property not compensated for 
by insurance or otherwise. His claimed 
deduction was disallowed. Wisconsin's 
income tax statute allows the deduction 
of losses due to the destruction of prop- 
erty by fire, flood, or other casualty, but 
the board held that the taxpayer's loss 
did the 
meaning of the word “casualty” as used 
in the statute. It ruled that the legisla- 
ture intended to include only destruc- 
tive casualty 


not come within scope and 


fire and 
flood in the term “other casualty.” Bub- 


litz, BTA, Wisc., 4/23/57. 


classes such as 


Custom-made draperies subject to sales 
In the taxpayer 
operated two separate departments, one 


tax. same _ buildine, 


for the sale of materials, the other for 


the making of draperies. In charging } 
its.customers, it made separate billings | 
for materials and services. The taxpayer 
contended that it was engaged in two 
separate of the 
selling of materials, was subject to the 


business, one which, 
sales tax, and the other, a tax-exempt 


| 
service business. The court however, 
rules that the two departments con- 
stituted a single business, engaged in a 
continuing transaction, since the trans- 
fer of ownership of the materials did not 
take place until the draperies were com- 
pleted, delivered and accepted by the } 
the full 
price of custom-made draperies. Smith- 
Bridgman & Co., Mich. BTA, 12/20/56. 


customer. Sales tax is due on 


Interest on refunds follows residence. 
Interest on tax refunds was received by 
taxpayer, a foreign corporation doing 
business in Wisconsin. Interest was on 
the refund of Wisconsin privilege divi- 
1948 
income taxes received in 


and of 
1950. 
In both years, 100% of the taxpayer's 


dend taxes received in 


Federal 


apportionable income was attributable 


ee 


to Wisconsin. The assessment was based 
on the premise that the interest repre- 
the 
adjustments in tax liability which gave 


sented income from business since 


~_—_ 


rise to the refunds resulted from recom- 
putation of the taxpayer’s income from 
business. The court, however, held that 
the interest accrued not as a result of 
business operations but because of the 
statutes of the state and Federal govern- 
ments. It emphasized that the tax ob- 
ligations which were overpaid were im- 
posed directly on the taxpayer and not 
upon property or transactions identified 


with property or business. Since the in- } 


terest follows the residence of the tax- 
payer it must be deducted from total 
net income before applying the appor- 
tionment formula. Aluminum 
Mfg. Co., Wisc. Sp. Ct., 4/9/57. 


Goods 





Heavy penalty for cigarette tax evasion 
upheld. A Louisiana resident imported 
25 cartons of cigarettes the 
March 1954 


them without affixing the stamps and 


during 


month of and consumed 


——eee EE 





paying the tax provided by state law. 
A judgment rendered in a summary pro- 
ceeding required him to pay a tax of $20 
plus a penalty of $500, interest and at- 
torney’s fees. The Louisiana cigarette 
tax statute includes in its definition of 
“dealer” any person who imports cigar- 
ettes into the state for consumption in 
the state. The Louisiana Supreme Court 
held that under this provision, which 
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did 
not have to be in the business of buying 


it ruled constitutional, a person 
and selling cigarettes to be liable for the 
tax. It further ruled that the tax was 
and therefore 
was not restricted by constitutional uni- 


not an ad valorem tax 
formity and rate limitations. It found 
untenable the contention that the penal- 
ty was confiscatory and excessive. As an 
excise tax on the use and consumption 
of tobacco, it need not be measured by 
of the property, the court 


said. Madigan, Sp. Ct. La., 5/6/57. 


the value 


California court rules on possessory in- 
terests. The assessment of local property 
taxes on the possessory interests of gov- 
ernment contractors in personal prop- 
erty employed by them but belonging 
to the Federal government is invalid. In 
an oral opinion, the court held that on 
the assessment date, the property was 
merely in the temporary permissive cus- 
tody of the contractors and was at all 
times under the direct control of Fed- 
eral representatives. It ruled that there 
was no provision in California statutes 
whereby the custody of personal prop- 
erty for limited purposes or an alleged 
possessory interest in personal property 
had 
property. The court noted that the legis- 


ever been recognized as taxable 


lature had provided specifically for the 


taxation of possessory interests in real 


property, but made no mention of such 





SITUATION WANTED 
\ttorney-accountant: experienced in 
both fields; working toward LL.M. in 
taxation. Extremely desirous of obtain- 
ing a position with firm specializing in 
taxation. Veteran. Ambitious. Box 131. 
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\ccountant—tax. For tax department 


CPA firm. Must have top grade exper- 
ience in research, planning, examina- 
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New York 22. Replies should also be 
sent to this address. 











interests in personal property. General 
Dynamics Corp. 
Corp. Sup. Ct. L. 


Also Aerojet-General 


A. Calif., 3/22/57. 


Northwest Cement affirmed. The Minne- 
sota Supreme Court upheld the income 
tax States 
Portland Cement Co. This case, which 


assessment on Northwestern 


has attracted much attention, involves 
taxes, penalties and interest of over 
$100,000 covering the period 1933-1948. 
On a formula 
16.7373% of the company’s income was 
allocable The taxpayer 
denied it is subject to the tax jurisdic- 
tion of 


three-factor basis 


to Minnesota. 


Minnesota and that in Minne- 
sota it is engaged solely in interstate 
commerce. The taxpayer, an Iowa corpo- 
ration, had a maximum of six employees 
in Minnesota during the years in suit. 
Two salesmen and an office employee 
were attached to an office maintained in 
Minneapolis. Three salesmen operated 
out of their homes in Minnesota. Orders, 
including those received ai the Minne- 
apolis office, were sent to Iowa for ap- 
proval and shipments were made by rail- 
road from Iowa direct to the purchaser 
in Minnesota. No warehousing facilities 
were maintained in Minnesota. The ma- 
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judges dissented) analyze the decided 
cases at length with major emphasis on 
the interstate commerce issue. The hold- 
ing of the majority on the two principal 
points in the case may be summarized 
as follows: (1) The taxpayer is present 
in Minnesota in the jurisdictional sense 
since the company is engaged in a regu- 
lar and systematic solicitation of busi- 
ness within the state through employees 
stationed there and their activity is 
evidenced by the considerable volume of 
business which the taxpayer is doing 
with Minnesota purchasers. “We can 
only conclude that the taxpayer has 
sufficient factual connections with local- 
ized activities and transactions within 
the state to comply with the require- 
ments of due process.” (2) A nondis- 
criminatory state tax on the net income 
of a foreign corporation derived from 
the conduct of business salely in inter- 
state commerce is not invalid provided 
that the income subject to the tax is 
fairly apportioned in accordance with 
business activity and provided also that 
the incidence of the tax is not the privi- 
lege as such of engaging in interstate 
commerce. Northwestern States Portland 
Cement Company, Sp. Ct. Minn., 6/14/ 


57. 
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ORDER ON THIRTY-DAY APPROVAL. 
THE TWENTY-FIRST EDITION OF: 
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HANDBOOK 
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1957 EDITION — 1200 PAGES ; ee 


ALEXANDER’S FEDERAL TAX HANDBOOK is the only | ORDER ON APPROVAL 
complete one-volume reference text on all Federal taxes including ae ea 
income, estate, gift, social security, withholding, excise and miscel- Recognizing the difficulty of 


laneous taxes. evaluating a work of this na- 


, : ; ture without seeing it, we re- 
Even the tax expert with an extensive tax library will find ° 


this one-volume work a handy desk companion for the quick 
answer to the many problems that arise in daily practice. it to you on thirty days ap- 
proval. Please fill in the ap- 


quest the opportunity to send 


A cus.omer for the 1956 Edition wrote last year, “We have : 
been advised that the current edition of this book is one of the IEE Baeee Cinee eh She Te 
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